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Twenty years ago who could have imagined that our antibody

humanization technology would make possible nine life-changing medicines
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or that we would harness our scientific knowledge to develop

our own diverse pipeline and enhance our portfolio.
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A Letter To Our Shareholders
May 4, 2007

Qur Vision 2010 aims guide us to solidify our position
5 a lop acute-care biopharmaceutical company:

~ Achieve market share leadership with marketed drugs

« Launch new products through erganic growth,
in-licensing or acquisitions

« Deliver top- and bottam-line growth of >25% annually

= Creale a sustainable, proprictary pipetine

During 2006, we made progress toward these aims, and
we seek (o further advance them throughout 2007,

Twenty years ago, PDL’s founders set out to create a new technology that would trigger a major
change in medicine - the development of humanized monoclonal antibodies as a targeted way to
treat disease. At the time, the proposition was met with both skepticism and practical challenges
that we overcame with perseverance, enabliny the broad use of antibodies as a new way to manage

cancer and inflammatory and infectious diseases.

Licensees of our humanization technology have launched nine drugs to date and sales of these
products generate significant royalties to PDL. Because the U.S. patent protection for our human-
ization technology expires in late 2014, our primary strategic fc;cus in recent years has been to lever-
age our royalty revenues, along with revenues from our profitable commercial portfolio, to invest in
a pipeline that will bring sustzinable future growth to PDL. Qur achievements during 2006 were an
important step for PDL in this process as we continue to build a premier biotechnology company

that delivers new products for acute and unmet medical conditions.

Without question, 2006 had its challenges, as we experienced what most drug development com-
panies face on their path to success: unpredic:able clinical developments. These included the Phase
3 failure of terlipressin, a delay in the Nuvion® clinical program due to challenges in clinical site set-
up, a necessary strategic decision regarding ularitide and the discontinuation of our daclizumab
co-development partnership with Roche, Yet, we also advanced our pipeline including daclizumab
in multiple sclerosis (MS) and volociximab in several solid tumor studies, while moving a new

antibody into Phase 1 human study for refra:tory multiple myeloma.

Given the growth of the pipeline and the complexity associated with later-stage studies, we've taken
steps to improve our efficiency, refine our processes and improve outputs from our pipeline that

are crucial to our long-term success. With the continued and expanded leadership of our EVP and
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Chief Scientific Officer, Dr. Richard Murray, with Dr. Mack McCamish now on board as our SVP
and Chief Medical Officer in early 2007 and with Robert Savel recently added as SVP Technical
Operations, we've built the team and the capabilities o deliver on the promise of our pipeline 10

assure sustained growth for PDL.

Yet even with our challenges, financially 2006 was PDLs strongest year ever. We experienced rev-
enue growth over 2005 of 48 percent and cash flow from operations of $78.8 million, an increase
of over $47 million from 2005. In addition to growth in each of our three revenue components
- product sales, royalties, and license, collaboration and other revenues - we had a strong balance
shect ending the year with $426.3 million in cash and cash equivalents, marketable securities and
restricted cash. These results are reflective of our commitment to strengthen our financial position

while investing sufficiently in research and development to assure robust growth.

We are oplimistic about our future, but realistic about the challenges of our industry - where
product devclopment cycles arc measured in decades and market dynamics can change in the
blink of an ¢ye. We're more focused than ever on leveraging our history of innovation, to apply our
assets and to position ourselves to execute upon our stated strategics. Let’s review our core assets

in the context of developments during 2006:

« First, the royalty stream from our antibody humanization technology represented the largest
portion of PDL's overall revenues during 2006. Thanks to the considerable efforts of our
licensees, royalty revenues were $184.3 million, representing three- and five-year compounded
annual growth rates of 52 percent and 43 percent, respectively. Two new antibody products
were approved during 2006 to aid this growth, the Tysabri® antibody from Biogen Idec/Elan
and the Lucentis® antibody from Genentech. We expect royalties to grow in the coming years,
due to the large number of licensed products in mid- and later-stage clinical development and

continued growth of royaltics from currently marketed products.

« {n less than two years, we created a solid, hospital-based commercial platform with three
profitable products that will also seve as the channel to launch our pipeline products. Total
2006 net product sales were $165.7 million. We reached the $100 million nct sales milestone
for our lead product, Cardene* IV, and both Retavase”and IV Busulfex® gained market share
from our competitors. Our talented and experienced 150-person sales and marketing team is
establishing key relationships in the same hospitals where we anticipate launching our future

drugs, such as Nuvion for ulcerative colitis.

« Our full-scale proprietary antibody manufacturing capability, based in Minnesota, is now opera-

tional, coupled with a supply chain management team overseeing our currently marketed drugs. In
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2006, we completed validation and initiated antibody production in our 22,000-liter capacity

biologics manufacturing plant for clinical trial supplies of daclizumab and Nuvion. Given

the risks associated with outsourcing and the overall complexity of biologics manufacturing,
we invested in our own manulfacturing p.ant to support our antibody-focused pipeline. As a
strategic asset, these capabilities also strengthen our opportunities to secure new partnerships

and leverage our longstanding antibody expertise.

» At the heart of our ability to create value is our robust, focused pipeline of five novel agents in
cardiology, inflammation and oncology (see foldout, page 6}. Each of these promising drugs is
supported by a strong scientific rationale and backed by clinical development plans that seek
to advance them as quickly as feasible, while minimizing overall development and regulatory
risk. And by the end of 2007, we anticipate filing an IND for a sixth drug, another novel
humanized antibody.

* Partnership is a key strategic growth driver for PDL. Our numerous licensing agreements have
built our royalty stream and our collaboration with Biogen ldec is helping us move ahead
with daclizumab in MS$ and volociximab in cancer more quickly than we could have on our
own. We've out-licensed other technology or early programs that we did not believe we could
adequately sponsor, and we're regularly in-licensing new targets and technology to enable

new discoveries for the future.

Looking ahead at what you might expect in 207, we stated in February that both revenues and ad-
justed non-GAAP net income should grow significantly over 2006, and more importantly, that we

seek to deliver progress in clinical execution. We believe our first quarter financial results speak to

the success of our financial focus. Further we’ve already delivered promising clinical results — with
a positive Phase 2 trial of daclizumab in M$ ar.nounced in February, and Nuvion's successful DMC
outcome in late April leading to the advance of this breakthrough product to Phase 3 studies in

steroid-refractory ulcerative colitis.
Beyond these accomplishments we continue to focus on:

+ Creating value in our pipeline: New studies are commencing for several of our pipeline programs,
and we plan to publish results from clinical trials of our volociximab antibody and interim
results from a Phase 1 trial of our antibody for myeloma. We also aim 1o file an IND for an-
other novel, humanized antibody, with potential in the treatment of certain solid tumors. With
several new senior members on our clinizal team and the aid of experienced advisors, we're
taking steps to ensure that we're as efficient and effective as our industry peers in antibody-

based research, manufacturing and development.
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+ Partnering ularitide: Our aim remains to secure a corpurate partnership for our novel heart
faikure program, ularitide, to optimize this product’s development and to share the cost burden

of large scalc trials required for potential approval.

+ Delivering sustained growth of our marketed products: Led by Cardene, our antihypertensive
therapy used 10 manage acute hypertension in the surgical setting, we expect our acute-care
product sales to grow by more than 20 percent during 2007. Thanks to their significant overall
financial contribution, these products are a key component of PDL’s positive and growing cash
flow from operations. They serve important patient needs in the hospital setting and
together comprise a platform that we believe will prove effective in launching our future

pipeline products.

* Building Cardene beyond 2009: In anticipation of the patent expiration in late 2009, we're
focused near-term on initiating a study for pediatric exclusivity and mid- to long-term on

efforts that will lead to proprietary formulations of Cardenc.

Looking back at 2006, we would like to thank our hospital-based customers and caregivers, our
patient and physician collaborators involved in clinical trials, our partners, our licensees, the many
patient advocacy groups with whom we interact, and the extended PDL team of roughly 1,100
dedicated employees. And for his many and unique contributions as a board member since 1993,

we'd also like to warmly thank Dr. Max Link, who stepped down from our board in April 2007.

Since we first set forth our plan to transform PDL into a commercial biotechnotogy company, we
have significantly multiplied enterprise value, increased revenues nearly ten-fold, and by 2006
created a fully integrated enterprise with positive operational cash flow. We have clear goals for
2007 and expectations that are ambitious, but achievable. Our company has never been stronger
. and we've never been more excited about the prospects we have to meet many important medical

needs, today and tomorrow.

We thank you for your ongoing support.

Sincerely,

A i T Mo —
L. Patrick Gage, Ph.D Mark McDade
Chairman of the Board Chicef Executive Officer
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POL BioPharma

Innovative Science

Nancy

Senior Administrative Assistant

Human Resources

Four-time kidney transplant

recipient who received Zenapax*
following the last kidney transplant;
recently diagnosed with breast cancer.
Avid sports fan, outdoors wuomun,
animal lover, mother, and wife.

Revolutionary Platform

Innovation thrives at PDL BioPharma. Dur founders discovered a methed to "humanize”
monocional antibodies, which has made possible a whole generation of new, targeted
treatments including antibody-based medicines developed by our licensees for devastating
diseases such as cancer, autoimmune and inflammatory diseases and a leading cause
of blindness. Using our patented approach, humanized antibodies are designed to retain
bickogical activity of mouse antibodies while incorporating human-like traits tha enhance
their therapeutic utility to augment the body's natural defense against disease.

Over the last two decades, nine treatments that use PDL's antibody technology have come
to markel. These licensed antibodies contributed more than $6 billien to their manufacturers’
sales in 2006, and the resulting royallies comprised nearly hall of PDUs overall revenues.
Wilh roughly 75 new potential humanized antibody products in development in the industry,
we expecl our royalty revenue stream to continue contributing to our revenue growth.

But this is only the beginning: our expertise in antibody discovery and the royalty revenues
that we have garnered from our 20 years of dedication to the field put PDL in a unique posi-
tion ta create and finance a potentially potent pipeline of novel products. Qur new clinical
and commercial scale antibody production facitity further bolsters our capabilities to bring
new biologics to market, while firmly establishing our position as a leader in the industry.
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Tysabri®

Genentech
Avastin®
Herceptin®
Lucentis*
Raptiva®
Xolair*

Hoffmann-La Roche
Zenapax®

Medlmmune
Synagis®

Wyeth
Mplotarg®




“IT IS GREAT TO WORK FOR A
COMPANY WHOSE TECHNOLOGY
HAS CONTRIBUTED TO THE
SUCCESS OF MY KIDNEY TRANS-
PLANT AND OFFERS HOPE IN
SURVIVING BREAST CANCER.
WITH THIS RESEARCH AND
MEDICINE, | AM ENJOYING

A HEALTHY LIFE.”
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POL BioPharma Denlse
Innovative Business Account Executive
Sales Operations, GPQ

and Trade Relations

Veteran sales representalive,
MVP of the 1988 NCAA
Women's Soccer National

Championship Tournament

and proud soccer mom.

A Commercial Focus on Acute Care

Qur strong relalionships with caregivers throughout the hospital - surgeons, physicians
across numerous speciatties, nurses and pharmacists — ¢reate an excellent foundation
from which we can launch our exciting and diverse !ate-stage product pipeline.

In less than two years, we've created a solid, cash-flow-posilive business focused in the
hospital, which creates the launch platform for drugs in our pipeline.

Thanks to these efforts, more and more patients are gaining access 10 our acute-care
marketed products. Cardene® 1.V. (nicardipine hydrochloride) is used for short-term treat-
ment of hypertension (high blood pressure) when oral therapy is not feasible or desirable.
As PDL's top-selling product, Cardene cenlinues to exceed our expeciations, which we
believe reflects the drug's broad opportunities in neurclogy, cardiology, and other acute
hypertensive applications in hospitals throughout the United States. Retavase® (reteplase)
is indicated for use in the management of acute myccardial infarction (AMI) in adults tor
the improvement of ventricular function following AMI, the reduction of the incidence of
congestive heart failure and the reduction of moniality associated with AMI. And our entry
into oncology, IV Busulfex® (busulfan) is administered in combination with cyclophespha-
mide to condition chronic myelogenous leukemia {CML) patients’ bodies betore receiving
a bone marrow transplant (BMT) from a donor.

Through these opportunities, our marketed products support our pipeline development
aclivities, which are the key to POLU's future growth.
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“WE TAKE PRIDE IN OUR STRONG
RELATIONSHIPS AND REPUTATION
INSIDE THE HOSPITAL TODAY

AND BELIEVE THEY WILL CREATE
A RECEPTIVE AUDIENCE FOR OUR
TREATMENTS OF TOMORROW.”




POL BioPharma

Innovative Medicine

Paul
Staff Scientist
Protein Engineering

Dedicated antibody researcher,
avid ice hockey enthusiast,
and landscape photographer.

New Products Drive New Growth

Our founders’ discoveries have already changed medicine. Today, by leveraging our an-
tibody expertise along with other key assets, we now have a clinical pipeline of therapies
wilh significant potential 1o treat cancer, autcimmune disease and inflammalion.

Qur most advanced product, Nuvion, a humanized anti-CD3 antibody, is now in a pivotal
program in patients with IV steroid-refractory ulcerative colilis, a severe autolmmune
disease that atlacks the colon. We hope Nuvion can delay the need for these patients to
have their colons removed, the only current freatment at this slage of disease. Ularitide,
a synthetic version of a natrivretic peptide found in the kidneys, has led to positive mic-
stage results in patients with acute decompensated hean failure, and we hope to advance
it with a new partner. Today, with our pariner Biogen Idec, we're progressing studies of
our anti-IL-2 receptor antibody daclizumab {marketed by Roche under the brand name
Zenapax 10 prevent kigney transplant rejection), in patients with muitiple sclerosis based
on promising Phase 2 data jusl released in fale February 2007,

We also recognize the tremendous potential of antibedies as targeted cancer therapies
and are building a highly differentiated oncology portfolic. In partnership with Biogen
Idec, we're studying volociximab, an antibody designed to stem the growth of tumors, in a
number of solid tumars, Qur earliest program, Huluch3, may offer patients with multiple
myeloma an innovative, largeted treatment option.

Meanwhile, our researchers are identifying the antibody candidates of tomorrow to sup-
porl our goal of advancing a new monoclonal antibody into the clinic every year.

imagine what we'll do next...
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“IN THESE PAST 15 YEARS I'VE
SEEN HOW PDL'S TECHNOLOGY
HAS AFFECTED THE LIVES OF
PATIENTS AND THEIR FAMILIES
AND I'M LOOKING FORWARD

TO THE NEXT DECADE, TO SEE
HOW MANY MORE LIVES OUR
RESEARCH WILL TOUCH.”
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SELECTED FINANCIAL DATA

Consolidated Statemenis of Operations Data:

Years Ended December 31,
{In thousands, except per share data} 2006 2005 2004 2003 2002
Revenues:
Product sales $ 165701 § 122106 § - - 3 -
Royalties 184,217 130,068 83,807 52,704 40,421
License, collaboration and othes 64,782 28,395 12217 13,982 53852
Total revenues 414,270 280,569 96,024 66,6865 46,373
Costs and expenses:
Cost of product sales 86,292 60,257 - - -
Research and development 260,660 172,039 122,563 82,132 51978
Selling, general and administrative 120,856 82,386 31,806 21613 18,373
Acquired in-process research and
developmenttl) - 19417 - 85993 -
Other acquisition-refated chargest2) 6,199 20,349 - - -
‘ Asset impairment charges(3) 14,650 31,269 - - -
Total costs and expenses 548,657 445 717 154 36% 196,338 76,351
' Operating Joss {133,887; (165,148) {58,345) (129,652 {29,978)
: Interest and other income, net 11,704 9616 10,212 9831 25,978
? Interest expense (30100 (07D (5,028) {9.770) (9,146}
Impairment Inss on investment - - - {150 {1,366
Loss before income taxes (129,253) (165,709) {53,160 {129.741) (14,512)
income tax expense 167 868 80 13 42
Net loss $41300200  $ (166577} § (53.241) § (129.814) § (14.554)
Net loss per basic and dituted share $ ) $ 06§ {056 3 (1400 $ {016)
Shares used in computation of nef loss
per basic and diluted share 113,571 104,325 94,382 92,478 88,865
Consolidated Balance Sheet Data;
December 31,
{In thorsands) 2006 2005 2004 2003 2002

Cash, cash equivalents, marketable
securilies and restricted investments $ 426,285 § 333922 $397080 % 504933 $ 606410

Working capital 274,037 307,302 356,660 457,248 599,215
Total assets 1,141,893 1,163,154 nine 742030 171818
Long-term obligations, less current portion 531,521 507,294 251,768 258,627 158,426
Accumtrtated deficit (570,129) (440,109) {273,532) (220,291) (30.477)
Total stockhotders’ equity 482,50 526,065 412,510 443,31 544,766

Certain reclassifications of previousty reported amounis have besn made to conform to the presentation in the Consolidated Statement of
Operations and Consofidated Balance Sheets for the years ended Dacember 31, 2002 through 2006.

(1} Represents acquwed in-process research and development. The ainpyrt for 2003 relates Lo the Eos acquisition and the purchase of Certain
technolagy fram Roche that had not yet achieved technologcal teasibility, The amaunt tor 2005 relates ta the ESP Pharma scquisition.
For & description of these charges, see Notes | and 5 to the Cantolidated Financial Stetements.

(2} Represents product sales returns, accounts receivable allowances and other liabilitics related to ESP Pharma operations prior 10 our
acquisitron of the business and sales returns of Refavese produc! from sales made prior 1o Our acquisition of the rights o the Relavase
product in March 2005, See Notes 1, 5 and 6 to the Consolidated Financia! Statements.

(3) Represents the impairment of certain intangible assets, including product rights and a reversion right, For a description of these charges,
sea Note 1O to the Consolidated Financial Statements.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

This report includes “forward-looking statements” within the meaning of Section 27A of the Securities
Act of 1933, as amended, and Section 21E of the Securities and Exchange Act of 1934, as amended.
All statements other than statements of histarical facts are “forward looking statements™ lor purposes
of these provisions, including any projections of earnings, revenues or other financial items, any state-
ments of the plans and objectives of management for future operations, any statements concerning
proposed new products or ticensing or coliaborative arrangements, any statements regarding future
economic conditions ar performance, and any statement of assumptions underlying any of the forego-
ing. In some cases, forward-looking statements can be identified by the use of terminology such as
“may,” “will," "expects,” “plans,” “anticipates,” estimates,” “potential,” or “continue” or the negative
thereof or other comparable terminology. Although we believe that the expectations reflected in the
forward-laoking statements contained in this report are reasonable, there can be no assurance that
such expectations or any of the forward-looking statements will prove to be correct, and actual results
coutd differ materiatly from those projected or assumed in the forward-looking statements. Our future
financial condition and results of operations, as well as any forward-looking stalements, are subject
to inherent risks and uncertainties, including but not limited to the risk factors set forth below, and
for the reasons described elsewhere in this report. All forward-looking statements and reasons why
results may differ included in this report are made as of the date hereo!, and we assume no obligation
to update these forward-looking statements or reasons why actual results might differ.

OVERVIEW

We are a biopharmaceutical company focused on discovering, developing and commercializing inno-
vative therapies for severe or life-threatening illnesses. We currently market and sell products in the
acute-care hospital setting in the United States and Canada. We also receive royalties and other
revenues through licensing agreements with numerous biotechnology and pharmaceutical companies
based on our proprietary antibody humanization technology platform. These licensing agreements
have contributed to the development by our licensees of nine marketed products. We currently have
several investigational compounds in clinical development for severe or life-threatening diseases, and
we have entered into collaborations with other pharmaceutical or biotechnology companies for the
joint development, manufacture and commercialization of certain of these compounds. Our research
platform is focused on the discovery and development ol antibodies tor the treatment of cancer and
autoimmune diseases.

We continue to evolve from a company dependent on licensing activities, development arrangements,
humanization services and royalties as the primary sources of revenuesto a commercial enterprise that
ultimately derives the majority of its revenues from sales of proprietary products. The key elements of
our strategy include continuing to build our acute-care, hospital-focused commercial organization and
developing novel, proprietary products by leveraging our antibody humanization platform and pursuing
corporate development activities:

o Acute-care focused commercial organization. ur hospital sales force specializes in the acute-care
setting and currently markets our Cardene 1V, Retavase and /V Busulfex products 1o nearly 1,800
hospitals in the United States. In the hospital setting, our sales force focuses its efforts in the
cardiac, neurotogical and intensive care units as well as in emergency departments.

« Development of proprietary drugs. Our aim is lo develop antibody- ot other protein-based products
through our own research and development efforts, as well as to selectively and opportunistically
ficense proprietary therapeutic candidates from other companies. Our current stated aim is to
submit to the FDA, on average, one new IND per calendar year, and augment this pipeline genera-
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tion through additional in-licensing at various stages of development. Our internal research and
devetopment efforts are focused primarily on novel antibodies for the treatment of cancer and auto-
immune diseases. Our goal is to market our hospital-focused products in North America. However,
certain of our products in development address indications that require specific expertise or large
development and marketing efforts, such as heart failure, multiple sclerosis (MS), respiratory
diseases and some oncology indications, and our strategy for those products is to seek appropriate
partners with global development, manutfacturing and commercialization capabilities.

We were organized as a Delaware corparation in 1986 under the name Protein Design Labs, Inc.
In 2006, we changed our name to PDL BioPharma, Inc. to better reflect our status as 2 commercial
biopharmaceutical enterprise.

SUMMARY OF 2006 FINANCIAL RESULTS

During 2006, we experienced significant growth from both commercial products and licensing royal-
ties, while investing in the development of new products both alone and through development collabg-
rations. We completed our first full year as a commercial bippharmaceutical company foliowing our
acquisitions of ESP Pharma and the rights to the Retavase product in March 2005, which, along with
the growth in our royalty revenues, enabled us to generate positive net cash flow from operations in
2006 for the second straight year.

Our total revenues for 2006 were $414.8 million, a 48% increase trom $280.6 million in 2005.
This revenue growth was driven by increases in royalties from our licensees, sales of our marketed
products, and license, collaboration and other revenues. Of the total revenues we generated in 2006,
approximately 44% was from royalty payments we received, 40% was from the sale of our marketed
products and 16% was from license, coflaboration and other revenues, compared to 46%, 44%, and
10%, respectively, in 2005. During 2006, royalty revenues from our antibody humanization technol-
ogy licenses grew 43% from the previous year, which reflects the growing importance of antibody
therapeutics in the treatment of diverse diseases, such as cancer, viral infections, asthma and eye
disorders. The increase in net product sales was primarily attributable to the grawth of the Cardene
1V praduct, our most significant marketed product in terms of overall contribution to our net product
sales and rate of growth. Also, because we first acquired commercial products in late March 2005, the
comparable 2005 period included net product sales for only approximately nine months, as compared
to 12 months of sales for the 2006 period. The increase in license, collaboration and other revenues
was principally attributable to the recognition ol $20.5 million of previously deferred revenue during
the third and fourth quarters of 2006 due to Roche's election o discontinue its co-development of
daclizumab for asthma and transplant maintenance indications in the second half of 2006, and the
recognition of a $5.0 million milestone payment related to our co-development collaboration with
Roche for daclizumab in treating asthma in the fourth quarter of 2006.

Our total costs and expenses in 2006 increased $102.9 million compared to 2005 as we continued to
expand our research, development, manufacturing, sales and marketing capabilities. In addition, our
sales and marketing costs increased during the yaar as 2006 represented our first full year of commer-
cial operations. in 2006, total costs and expenses included asset impairment charges of $74.7 million
primarily related to our Retavase intangible assets, and in 2005, total costs and expenses included
acquired in-process research and development and asset impairment charges of $79.4 million and
$31.3 mitlion, respectively.

Our net loss for 2006 was $130.0 million, comaared to $166.6 million in 2005, Net cash provided
by operating activities in 2006 was $78.8 millicn compared to $31.6 million in 2005, At December
31, 2006, we had cash, cash equivalents, marketable securities and restricted cash and investments
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of $426.3 miltion, compared to $333.9 million at December 31, 2005. As of December 31, 2006,
we had $674.4 million in total liabilities outstanding, which included $500,0 million in convertible
notes, $250.0 mitlion of which are callable in each of 2008 and 2010 and due in 2023 and 2012,
respectively.

We expect that in the foreseeable future, our revenue growth will be generated primarily by product
sales, principally Cardene product sales, and royalties. We expect our total costs and expenses to
continue to grow as we continue to identify, develop and manufacture our potential products, to invest
in research, to expand our development, marketing and manufacturing capabilities and to sell our
products. Our expectations regarding the growth of licensing and coltaboration revenues as well as
our research and development expenses could be impacted signiticantly depending on the timing and
structure of any collaboration or partnering transaction we may enter into in the future and on deci-
sions by us and our partners regarding development programs in existing o future collaborations.

MAJOR DEVELOPMENTS IN 2006

In addition to the growth from our commercial products and licensing royalties, the events noted
below affected our financial results and operations during 2006 or otherwise affected our business
prospects:

* In July 2006, we entered into agreements to lease two buildings with a total of approximately
450,000 square feet of space located in Redwood City, California, to serve as our future corporate
headquarters,

« Also in July 2006, we began manufacturing products for use in clinical trials in our manufacturing
facility in Brooklyn Park, Minnesota. The facility also has the ability and capacity to manufacture
products an & commercial-scale.

« In early August 2006, we announced that the Phase 3 study of terlipressin did not meet its primary
endpoint of reversing type 1 hepatorenal syndrome compared to placebo. In December 2006,
following a meeting amang representatives of FDA, Orphan Therapeutics, LLC (“Orphan”) and the
Company regarding the outcome of the Phase 3 trial of terlipressin, we and Grphan mutually agreed
to terminate the agreement under which we held exclusive marketing, sales and distribution rights
to terlipressin, and the rights we previously held under this collaboration agreemeni reverted back
to Orphan effective as of December 16, 2006.

« In late August 2006 as a result of a portfolio review, Roche elected to discontinue the co-devel-
opment and commercialization of daclizumab in asthma and, in November 2006, after another
portfolio review, Roche elected to discontinue the co-development and commercialization of dacli-
zumab in organ transplant patients on longer-term maintenance therapy (transplant maintenance).
We are seeking a parinership for the development of daclizumab in the asthma indication and
are in the process of considering appropriate options for the daclizumab transplant maintenance
program.

« In September 2006, we acquired various Cardene product-related rights from Roche to solidify our
Cardene brand franchise in the United States.

Despite the discontinuation of the development of terlipressin and the termination of our collaboration
with Roche, our pipeline continues to evolve and focus on our core antibody programs, which include
the Nuvion antibody, daclizumab, volociximab and our newest humanized antibody to enter the clinic,
Huluc63. We continue o develop the Nuvion antibody and HuLuc63 on our own, but maintain a
collaboration agreement with Biogen 1dec for the joint development, manufacture and commercializa-
tion of volociximab and daclizumab in multiple sclerosis (MS).
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We also continue to seek a partner for the continued development of wlaritide, our natriuretic peptide
product. Given the large and complex Phase 3 trials needed to bring ularitide successfully to market
in the EU, we decided to seek a large, global partner with expertise in the cardiovascular arena for this
program. Based on partnering discussions, potential partners would want to have active involvement
in the registration program for ularitide. As such, we decided to delay these Phase 3 trials of ularitide
until such time that we have a partner for ularitide. In parallel, we continue to move forward with a
Phase 1 trial of ularitide in the United States. Our delay of the European-focused Phase 3 trials of
ularitide will not affect the timing of a U.S.-basid dose-ranging Phase ] study to define dose-limiting
toxicity, and we plan to commence that trial in 2arly 2007,

ECONOMIC AND INDUSTRY-WIDE FACTORS

Various economic and indusiry-wide factors are relevant to us and could affect our business, inciuding
the factors set forth below,

» Qur business will depend in significant part on our ability to develop and commercialize innovative
new drugs. Drug development, however, is highly uncertain and very expensive, typically requir-
ing tens te hundreds of millions invested in research, development and manufacturing elements.
Identitying drug candidates to study in clinical trials requires significant investment and may take
several years. In addition, the clinical trial process for drug candidates is usually lengthy, expensive
and subject to high rates of failure throughsut the development process. As a result, a majority
of the clinical trial programs for drug cand dates are terminated prior to applying for regulatory
approval. Even if a drug receives FDA or other regulatory approval, such approval could be condi-
tioned on the need to conduct additional trials, or we could be required to or voluntarily decide to
suspend marketing of a drug as a result of safety or other events.

Our industry is subject to extensive government regulation, and we must make significant expen-
ditures to comply with these regulations. For examgple, the FDA regulates, among other things, the
development, testing, research, manufacture, safety, efficacy, record-keeping, labeling, storage,
appraval, quatity control, adverse event reporting, advertising, promotions, sale and distribution
of our products. The development and marketing of our products outside of the United States is
subject to similar extensive regulation by foreign governments, which regulations are not harmo-
nized with the regulations of the United States.

The manufacture of drugs and antibodies far use as therapeutics in compliance with regulatory
requirements is complex, time-consuming and expensive, |f we are unable to manufacture product
or preduct candidates in accordance with FDA and European good manufacturing practices, we
may not be able to obtain or retain regulatory approval for our products. We do not have experience
in manufacturing commercial supplies of gur potential products, nor do we currently have sufficient
facilities to manufacture all of our potential products on a commercial scale, and we are currently
reliant on third-party manufacturers for all of our formulated and fully-packaged final products.

Our business success is dependent in significant part on our success in establishing intellectual
property rights, either internally or through in-license of third-party intellectual property rights, and
protecting our intelfectual property rights. If we are unable to protect our intellectual property, we
may not be able to compete successfully and our sales and royalty revenues and operating results
would be adversely affected. Our pending patent applications may not result in the issuance of
valid patents or our issued patents may not provide competitive advantages or may be reduced in
scope, Proceedings to our protect intellectual property rights are expensive, can, and have, contin-
ued over many years and could result in a s gnificant reduction in the scope or invaligation of our
patents, which could adversely affect our results of operations.
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« To be successful, we must attract and retain qualified clinical, manufacturing, commercial, scien-
tific and management personnel. We face significant competition for experienced personnel and
continue to focus on hiring and retaining key personnel.

See also Item 1A "Risk Factors” of this Annua! Report for additional information on these economic
and industry-wide and other factors and the impact they could have on our business and results of
operations.

CRITICAL ACCOUNTING POLICIES AND THE USE OF ESTIMATES

The preparation of our financial statements in conformity with accounting principles generally
accepted in the United States requires management 10 make estimales and assumptions that affect
the amounts reported in our financial statements and accompanying notes. Actual results could differ
materially from those estimates. The items in our financial statements requiring significant estimates
and judgments are as follows:

Revenue Recognition

We recognize revenues from product sales, net of estimated allowances for cash discounts, product
returns, chargebacks, rebates, and wholesaler rebates. We recognize revenues from product sales
when there is persuasive evidence that an arrangement exists, title passes, the price is fixed and
determinable, and collectibitity is reasonably assured.

We currently recognize revenues resulting from the licensing and use of our technology and from
services we sometimes perform in connection with the licensed technology. These revenues are typi-
cally derived from our proprietary patent portfolio covering the development, use, sale and importation
of humanized antibodies.

We enter into patent license, collaboration and humanization agreements that may contain multi-
ple elements, such as upfront license fees, reimbursement of research and development expenses,
milestones retated to the achievement of particular stages in product development and royalties.
As a result, significant contract interpretation is sometimes required to determine the appropriate
accounting, including whether the deliverables specified in a multiple-element arrangement should be
treated as separate units of accounting under Emerging Issues Task Force Issue No. 00-21, “Revenue
Arrangements with Multiple Deliverables,” for revenue recognition purposes and, if so, how the aggre-
gate contract value should be allocated among the deliverable etements and when to recognize reve-
nue for each element under Staff Accounting Bulletin No. 104, “Revenue Recegnition.”

We recognize revenues for detivered elements onty when the fair values of undelivered elements are
known, when the associated earnings process is complete and, to the extent the milestone amount
relates to our performance obligation, when our licensee confirms that we have met the require-
ments under the terms of the agreement and when payment is reasonably assured. Changes in the
allocation of the contract value between deliverable elements might impact the timing of revenue
recognition, but in any event, would not change the total revenues recognized on the contract. For
example, we did not establish fair value for either the delivered or the undelivered elements of the
Roche Co-Development Agreement or the Collaboration Agreement with Biogen Idec {collectively, the
Agreements). Accordingly, we are recognizing the upfront license fees, milestone payments and the
reimbursement of research and development expenses for each of the Agreements as a single unit of
accounting over their respective terms as services are provided. If we had determined that fair value
existed for the undelivered elements under either or both of the Agreements, we would have recog-
nized the upfront license fees when they became due to us.
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In addition, we occasionally enter into non-monetary transactions in connection with our patent licens-
ing arrangements. Management must use estimates and judgments when considering the fair value of
the technology rights acquired and the patent licenses granted under these arrangements. When avail-
able, the fair value of the non-monetary transaction is based on vendor-specific objective evidence of
fair value of each significant element of the patent license agreement. Otherwise, management uses
other methods of estimating fair value, such as current pricing information available to us. Therefore,
the fair value of the technology right(s) acquired from the licensee is typically based on the fair value
of the patent license and other consideration we: exchange with the licensee.

Sales Allowances and Rebate Accruals

Wa record reductions to product sales for estimated returns of products sold by us for chargebacks,
wholesaler rebates, government rebate programs, such as Medicaid reimbursements, and for customer
incentives, such as cash discounts for prompt payment. Estimates for chargebacks, government
rebate programs and cash discounts are based on contractual terms, historical utilization rates and
expectations regarding future utilization rates for these programs. Estimates for wholesaler rebates are
based on a certain percentage of sales per whelesaler contract terms. Estimates for product returns
are based on an on-going analysis of industry and our products’ historical return patterns, monitoring
the feedback that we receive from our sales for:e regarding customer use and satisfaction, reviewing
channel inventory data available to us and reviewing third- party data purchased in order to monitor the
seil-through of our products. Further, we monitor the activities and clinical trials of our key competitors
to assess the potential impact on our future sales and return expectations.

If conditions or other circumstances change fcr any of the markets in which we compete, we may
take actions to revise our product return estimates or we may offer additional customer incentives.
These revisions could result in an incremental reduction of revenues at the time the return estimate is
changed or new incentives are offered. For exarnple, in June 2006, based on product returns experi-
enced in the quarter, additional visibility into channel inventory levels and activity and enhancements
made 1o our estimation process, we changed our estimates for product sales returns lo better reflect
the projected future level of returns. The effect of this change in estimate was to reduce product sales,
net, in lune 2006 by approximately $5.6 million, which increased net loss per basic and diluted share
by approximately $0.05 for the year ended December 31, 2006. Accounts receivable allowances tor
chargebacks, wholesaler rebates and proeduct returns, as well as rebate accruals, require substantial
judgment. Actual results have differed in the past, and may differ in the future, from our estimates
and could impact our earnings in any period during which an adjustment is made.

We also maintain an allowance for doubtful accounts for estimated losses resulting from the inabil-
ity of our customers to make required payments. We base this allowance on our analysis of several
factors, including contractual payment terms, historical payment patterns of our customers and indi-
vidual customer circumstances, an analysis of days sales outstanding by customer and geographic
region, and a review of the local economic environment and its potential impact on government fund-
ing and reimbursement practices. |f the financial condition of our customers or the economic environ-
ment in which they operate were to deteriorate, resulting in an inability to make payments, additional
allowances may be required. We believe that the allowance far doubtful accounts is adequate to cover
anticipated losses under current conditions; however, significant deterioration in any of the above
factors could materially change these expectations and result in an increase to our allowance for
doubtfut accounts.
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Clinical Trial Expenses

We base our cost accruals for clinical trials on estimates of the services received and efforts expended
pursuant to contracts with numerous clinical trial centers and clinical research organizations {CROs).
In the normal course of business, we contract with third parties to perform various clinical trial activi-
ties in the ongoing development of potential drugs. The financial terms of these agreements vary from
contract to contract, are subject to negetiation and may result in uneven payment flows. Payments
under the contracts depend on factors such as the achievement of certain events, the successful
accrual of patients or the completion of portions of the clinical trial ar similar conditions. The objective
of our accrual policy is to match the recording of expenses in our financial statements to the actual
services received and efforts expended. As such, we recognize direct expenses related to each patient
enrolled in a clinical trial on an estimated cost-per-patient basis as services are performed. n addition
to considering information from our clinical operations group regarding the status of our clinical trials,
we rely on information from CROs, such as estimated costs per patient, to calculate our accrual for
direct clinical expenses at the end of each reporting period. For indirect expenses, which relate to site
and other administrative costs to manage our clinical trials, we rely on information provided by the
CRO, including costs incurred by the CRO as of a particutar reporting date, to calculate our indirect
clinica! expenses. In the event of early termination of a clinical trial, we accrue and recognize expenses
in an amount based on our estimate of the remaining non-cancelable obligations associated with the
winding down of the clinical trial, which we confirm directly with the CRO. Qur estimates and assump-
tions could differ significantly from the amounts that we actually may incur.

Goodwill and Other Intangible Assets

The valuation in connection with the initial purchase and the ongoing evaluation for impairment of
goodwill and other intangible assets require significant management estimates and judgment. The
value ascribed to each asset requires management estimates and judgment as to expectations for
varigus products and business strategies. For example, we estimate future probability-adjusted cash
flows and certain discount rates as well as assumed commercialization dates for future potential
products. These estimations affect the allocation between charges to acquired in-process research
and development and capitalization of intangible assets. |f any of the significant assumptions dilfer
from the estimates and judgments used in the purchase price allocation, this could result in different
valuations for intangible assets.

Once the values for intangible assets are established, we must test intangible assets with definite useful
lives for impairment in accordance with Statement of Financial Accounting Standards (SFAS) No. 144,
“Accounting for the Impairment or Disposal of Long-Lived Assets” (SFAS 144). When we conduct our
impairment tests for intangibles, factors that are considered important in determining whether impair-
ment might exist include significant changes in our underlying business and product candidates or other
factors specific to each asset being evaluated. Any changes in key assumptions about the business
and its prospects, or changes in market conditions or other externalities, could result in an impairment
charge and such a charge could have a material adverse effect on our consolidated resufts of opera-
tions. For example, during the fourth quarter of 2006, in connection with the negotiation of an amended
supply agreement for the manufacture of Retavase product in December 2006, we determined that
indicators existed that suggested our Retavase product rights intangible assets could be impaired, As
such, we tested these intangible assets for recoverability under SFAS 144 and determined that the carry-
ing value of our Retavase product rights was impaired. As a result, we recognized an impairment charge
of $72.1 million. To calculate the discounted future cash flows, we used a discount rate of 15% in our
impairment analysis; had we used a discount rate thal differed by 5% either higher or lower than 15%,
the charge would have been higher by $2.3 million or lower by $3.2 million, respectively.
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Employee Stock-Based Compensation—Adoption of SFAS 123 (R)

On January 1, 2006, we began accounting for employee stock-based compensation in accordance
with SFAS 123(R). Under the provisions of SFAS 123(R)}, we estimate the fair value of our employee
stock awards at the date of grant using the Black-Scholes option-pricing model, which requires the use
of certain subjective assumptions. The most significant of these assumptions are our estimates of the
expected volatility of the market price of our stock and the expected term of the award. When estab-
lishing an estimate of the expected term of an award, we consider the vesting period for the award, our
recent historical experience of employee stock option exercises {including forfeitures), the expected
volatility, and a comparison to relevant peer group data. As reguired under the accounting rules, we
review our valuation assumptions at each grant date and, as a result, our valuation assumptions used
to value employee stock-based awards granted in future periods may change.

Further, SFAS 123(R) requires that employee stock-based compensation costs be recognized over the
requisite service period, or the vesting period, in a manner similar to all other forms of compensation
paid to employees. Accordingly, in 2006 we recognized employee stock-based compensation as part
of our operating expenses and allocated $13.% million to research and development expenses and
$9.8 million to selling, genera! and administrative expenses, and we capitalized $75,000 of employee
stock-based compensation costs in inventory as a cost of production. All of the products sold during
2006 were manufactured in previous periods when we did not include employee stock-based compen-
sation expense in our production costs and, therefore, during 2006 we did not record any employee
stock-based compensation expense as a component of cost of sales. The allocation of employee
stock-based compensation costs to each operating expense line and to inventory are estimated based
on specific employee headcount information a- each grant date and revised, if necessary, in future
periods if actual employee headcount informatinn differs materially from those estimates. As a result,
the amount of employee stock-based compensation costs we recognize in each operaling expense
category and capitalize in inventory in future periods may differ significantly from what we have
recorded in the current period. As of December 31, 2006, total compensation cost related to unvested
stock options not yet recognized was $41.1 mil.ion, which is expected to be allocated to expense and
production costs over a weighted-average period of 2.8 years.

At this time, we do not include SFAS 123{R) employee stock-based compensation as a shared expense
in our coliaborations. Therefore, stock-based compensation expense has not affected license, collabo-
ration and other revenues.

RESULTS OF OPERATIONS

Years ended December 31, 2006, 2005 and 2004

Years Ended December 31, Annuyal Perceni Change

{In thousands} 2006 2005 2004 2006/2005  2005/2004
Revenues

Product sales, net $ 165701 § 122106 § - 6% b

Royalties 184,277 130,068 83,307 42% 55%

License, collaboration and other 64,192 28,395 12217 128% 132%

Total Revenues $ 414770 $ 280569 § 9604 48% 192%

* Represents net product sales generated during the nine-month penod since our acquisitions of ESP Pharmg and rights 1o the Retavase
peroduct on March 23, 2005.
** No} presented as we did not sell produets prioe 10 2005,
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Annyal

Percent

Years Ended December 31, Change
{In thousands) 2006 2005 2006/ 2005
Cardene $ 109689 § 62143 1%
Retavasa 30,603 32,715 -6%
I Busulfex 24,062 17,417 3B%
Total marketed products 184,584 112,275 1%
Ot-patent brands 1117 083l -89%
Total revenues from product sales, net $ 185,700 5 122106 6%

Net product sales of Cardene, Busulfex and Retavase products, our currently marketed products,
increased $52.3 million, or 47%, for the year ended December 31, 2006 compared to 2005. This
$52.3 million increase was primarily attributable to increases in sales of our Cardene IV product
and, to a lesser degree, our /V Busulfex product, which were partially offset by a decline in Relavase
product sales volumes as we!l as a $5.6 million charge related to a change in estimate for our product
returns reserve that occurred in the second quarter of 2006. The increase in product sales volumes
of our Cardene IV and 1V Busulifex products was due primarily to the fact that we had nearly three
additional months of sales in 2006 as compared to the comparable period in 2005, because we first
acquired commercial products in late March 2005, Therefore, net product sales in 2005 included
sales for only approximately nine months as compared to 12 months of sales for the 2006 period.
The increase was also attributable to increases in Cardene IV product sales volumes in the second,
third and fourth quarters of 2006 compared to the same periods in 2005. We expect net sales of
our currently marketed products, as a group, will continue to increase, principally driven by expected
Cardene product sales growth.

The increase in net product sales for the year ended December 31, 2005 from the comparable period
in 2004 is due to the acquisition of marketed products in connection with the acquisitions in March
2005 of ESP Pharma and the rights to the Retsvase product, both of which closed on March 23,
2005.

Cardene

Net product sales of our Cardene product increased by $47.5 million, or 77%, in 2006 from 2005.
In addition to the fact that the 2006 period included 12 months of sales, while the 2005 period
included only approximately nine months, we believe this increase was primarily due to an increase
in our market share, which increased the sales volume of our Cardene !V product, and, to a lesser
extent, higher average per unit sales prices due to the increase in the price of our Cardene IV product
in January 2006. Additionally, we recognized Cardene SR net product sales of $1.0 mitlion since our
acquisition of the product in September 2006. We expect our market share of our Cardene IV product
to continue to increase and that growth in sales of our Cardene IV product will be the primary driver of
our anticipated product sales growth in the foreseeable future.

The increase in net product seles of our Cardene product in 2005 from 2004 is due 1o the acquisition
of this marketed product in connection with the acquisition of ESP Pharma, which closed on March
23, 2005.

Retavase

Net product sales of our Retavase product decreased by $1.9 million, or 6%, from 2005 to 2006,
notwithstanding the fact that the 2006 period included 12 months of sales and the 2005 period
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included only nine months of sales. This decrease was primarily due te a reduction in sales volume as
a result of the decline of the thrombolytics market because of physicians’ increased use of emergency
surgical procedures to treat AMI. We expect that this market will continue to decline in the foresee-
able future. Despite the continuing decline of the thrombalytics market in which the Retavase product
competes, we believe that oppertunities exist for us to expand our market share through focused sales
and promotional efforts. This increase in marke share may, or may not, result in an increased volume
of sales. We did not institute a price increase far our Retavase product in 2006, and the competitive-
ness of the market for thrombolytics may limit our ability to obtain price increases in the future,

The increase in net product sales of the Retavas? product in 2005 from 2004 is due to the acquisition
of our rights to Retavase, which closed on March 23, 2005,

IV Busulifex

Net product sales of our /V Busuifex product increased by $6.6 million, or 38%, in 2006 from 2005.
As discussed above, this increase was primarily due to the fact that the 2006 period included 12
manths of sales while the 2005 period included only approximately nine months and, to a lesser
extent, a price increase for our JV Busulfex procuct that was effective in January 2006. We expect IV
Busulfex net product sales to increase in the future as we expand our international sales through our
distribution partners.

The increase in net product sales of our /V Busiifex product in 2005 from 2004 is due to the acqui-
sition of this marketed product in connection with the acquisition of ESP Pharma, which closed on
March 23, 2005.

Oif-Patent Products

Sales of our off-patent products in 2006 consisted of net product sales of Sectral, Ismo and Tenex
products as compared to net product sates of Daclomycin, Sectral, Ismo and Tenex progucts in 2005.
We divested all of our off-patent products in the first quarter of 2006.

Royalties

Nearly ali of the royalty revenues we receive arc received under agreements we have entered into for
the license of rights under our Queen patents. In 2006, our royalty revenues were principally from
revenue on the sale of the following products: Genentech's Avastin, Herceptin, Xolair, Raptiva and
Lucentis antibodies; Medimmune's Synagis aniibody; Wyeth's Mylotarg antibody and Elan’s Tysabri
product. Genentech launched the Lucentis antibody in the second quarter of 2006 and we began
receiving royalties in the third quarter of 2006. The Tysabri antibody was re-introduced to the market
in the third quarter of 2006 and we began receiving royaities again in the fousth quarter of 2006.

Under most of the agreements for the license of rights under our Queen patents, we receive a flat-
rate royally based upon our licensees’ net sales of covered products. Royalty payments are generally
due one quarter in arrears; that is, generally in the second month of the quarter after the licensee
has sold the royalty-bearing product. Our master patent license agreement with Genentech, however,
provides for a tiered royalty structure under which the royalty rate Genentech must pay on royalty-
bearing products sold in the United States or manufactured in the United States and sold anywhere
(U.S.-based Sales) in a given calendar year decreases on incremental U.$.-based Sales above several
net sales thresholds. As a result, Genentech’s average annual royalty rate will decline as Genentech's
U.S.-based Sales increase. Because we receive royalties in arrears, the average royalty rate for the
payments we receive from Genentech in the second calendar quarter-which would be for Genentech's
sales from the first catendar quarter—witl be hig ver than the average royalty rate for following quarters
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and will be towest in the first calendar quarter when more of Genentech's U.S.-Dased Sales bear royal-
ties at lower royalty rates.

Royalties from licensed product sales exceeding more than 10% of our total royalty revenues are set
forth below (by licensee and product, as a percentage of total royalty revenue):

Years Ended December 31,
Licensee Product Name 2006 2005 2004
Genentech Avastin 29% 4% 13%
Genentech Herceptin 42% 4% 38%
Medimmune Synagis 18% 25% 4%

Royalty revenues increased by $54.2 million, or 42%, in 2006 from 2005. This increase was primar-
ily due to higher reported product sales of the Avastin and Herceptin antibodies, which are marketed
by Genentech, and was offset partially by the efimination of royalties from product sales of the
Zenapax antibady, which is marketed by Roche, beginning in the second quarter of 2006. In 2005,
the increase was primarily due to a 53% increase in combined Herceptin and Avastin antibody sales
reported by Genentech and Synagis antibody sales reported by Medimmune.

We expect that in 2007, we will continue to experience aggregate royalty revenue growth based on
the assumed continued growth in aggregate product sales underlying our royalty revenues. Genentech
launched the Lucentis antibody in June 2006 and the Tysabri antibody was reintroduced to the market
in July 2006, but it is too early to determine the significance of the impact on our future royalty reve-
nues . Further, we expect to continue to experience quarterly fluctuations in royaity revenues due to
the seasonality of sales of Synagis antibody, which results in higher royalty revenues reported to us in
the first and second quarters of the year as compared to the third and fourth quarters. With respect to
Zenapax antibody, as per the terms of our Second Amended and Restated Worldwide Agreement with
Roche, Roche will pay us royalties 2t a reduced rate only once Zenapax product sales have reached
a certain threshold, and we do not expect to receive royalty revenues {rom Roche's sales of Zenapax
antibody going farward.

License, Collaboration and Other Revenues

Years Ended December 31, Annual Percent Change
(In thousands) 2008 2005 2004  2006/2005  2005/2004
License, Collaboration and Other Revenues
License and milestone from collabosations $ 29.764  § 9395 § 611 2071% 1438%
R&D services from collabarations 29,093 10,607 3,14 174% 238%
Other 5,935 8393 3472 -29% 1%
Total License, collabovation
and other revenues $ B4792 $ 28395 § 12217 128% 132%

Total license, collaboration and other revenues recognized in 2006, 2005 and 2004 consisted of
upfront licensing and patent rights fees, mitestone payments related to licensed technology, license
maintenance fees and revenues recognized under our collaboration agreements.

Total license, collaboration and other revenues increased $36.4 million in 2006 from 2005 primarily
due to the recognition of $23.8 million as a result of the discontinuation of our co-development collab-
oration with Rothe for daclizumab in treating asthma (the Asthma Collaboration) and an increase in
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revenue recognized from our collaborations with Biogen Idec and Roche, which we entered into in
August 2005 and October 2005, respectively. {Refer to the “Coflaboration and Strategic Agreements”
section of Part 1, Item 1 of this Annual Report for further details regarding our collaborations with
Biogen Jdec and Roche).

In August 2006, Roche elected to discontinue its invplvement in the Asthma Collaboration. On that
date, as we had no further obligations to Roche under this arrangement, we recognized approximately
$18.8 million in deferred license, collaboration and other revenues related to previously unearned
amounts that we had received from Roche specifically related to the Asthma Collaboration. Of the
$18.8 million, $15.2 million represented the previously unrecognized portion of the $17.5 million
upfront license fee that we received from Roche at the onset of the Asthma Collaboration, and $3.6
million represented research and development expense reimbursements that we received from Roche
during the term of the Asthma Collaboration, but that we had not yet recognized because the associ-
ated research and development services had nct yet been completed. In November 2006, we earned
and received from Roche a final $5.0 million milestone payment under the Asthma Collaboration,
which we recognized as license, collaboration and other revenues in the fourth quarter of 2006. Had
the Asthma Collaboration not been discontinued, the $18.8 million of deferred revenues and the $5.0
million milestone payment would have been delerred to and recognized in future periods,

in November 2006, Roche notified us that it had elected to terminate the Roche Co-Development
Agreement under which we were also co-developing daclizumab for transplant indications, with an
emphasis on transplant maintenance {the Transglant Collaboration). As a result of the termination of the
Asthma Collaboration and the termination of the Roche Co-Development Agreement, we will not receive
any further milestone payments related to the Asthma Collaboration or the Transplant Collaboration,
however, we will continue 10 recognize unearned amounts under the Transplant Collaboration through
the date of the termination of the Roche Co-Development Agreement in May 2007. During the fourth
quarter of 2006, we recognized approximately $1.7 million in previcusly deferred revenues that other-
wise would have been deferred to future periods had the termination not occurred.

Total license, collaboration and other revenues increased in 2005 from 2004 primarily due to the
revenues recognized under our collaborations “with Biogen Idec and Roche and timing of milestone
achievement from our licensees, which is recognized when earned, partially offset by lower revenues
generated from fewer patent licensing agreements in 2005 compared to 2004.

We expect quarterly fluctuations in total license, collaboration and other revenues depending en the
level of services that we perform under our ¢ollaboration contracts during any particular peried, the
number of new contract arrangements we enter into and milestones achieved by vs or by our licens-
ees. A portion of the total license, collaboration and other revenues we expect to recognize in 2007
and future years will be based upon recognition over time of upfront license fees which were paid to
us in 2005 and milestones that have been paid to us since or may be paid in the future. In addition,
we continue lo evaluate potential opportunities to partner certain programs or capabilities of our
drug development, manufacturing and commercialization with other pharmaceutical or biotechnology
companies and if we enler into other coflaboration agreements in the future, our license, collabgration
and other revenues would fikely increase.
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Costs and Expenses

Years Ended Dacember 31, Annual Perceni Change
{In thousands) 2006 2005 2004  2006/2005  2005/2004
Costs and Expenses
Cost of product sales $ 86292 § 6027 § - 43% .
Research and development 260,660 172,039 122,963 52% 0%
Selling, general and adminisirative 120,856 82,386 31,806 7% 159%
Acquired in-process research
and develepment - 79417 - -100% *
Other acquisition-related charges 6,199 20,349 - -J0% *
Asset impairment charges 714,650 31,269 - 139% .
Total costs and expenses $ 548,657 § 445717 3§ 154369 23% 189%

* Not presented as calculation is not meaningtul.

Cost of Product Sales

Cost of product sales (COS) relates to our marketed products and consists primarily of cost of goods
sold, royalty expenses and amortization of product rights related to the products acquired from ESP
Pharma, the rights to the Retavase product, which we acquired from Centocor and re-launched in April
2005, and, beginning September 2006, the Cardene product-related rights that we acquired from
Roche. The following table summarizes COS by component, as a percentage of products sales:

Years Ended December 31,
2006 2005 2004
Cost of goods sold 13% 1% .
Royalty expense 13% 9% b
Amostization of intangibles 26% 29% *
Cost of product sales 52% 49% .

* Not presented as we did not sell products prior to 2005.

COS increased from $60.3 million to $86.3 million from 2005 to 2006, or approximately $26.0
million. As a percentage of product sales, COS was 52% in 2006, compared to 49% in 2005.
Amortization of product rights was $43.1 million, or 26% of COS, in 2006, compared to $35.4
million, or 29% of COS, in 2005.

In 2006, the increase in COS as a percentage of product sales was primarily due to a higher efec-
tive royalty rate related to sales of our Cardene /V product in 2006 as compared to the 2005 period
and, to a lesser extent, Retavase product-related manufacturing and inventory costs as discussed
below. This increase was partially offset by a more profitable product mix, particularly with respect to
higher sales of our Cardene IV product, and tower manufacturing and inventory-related costs for our IV
Busulfex and Cardene products when compared to the 2005 period. The decline in the amortization
of intangibles as a percentage of product sales is due o the straight-line amortization of our product
rights compared to an increase in product sales from the 2005 period.

During the first six months of 2008, our contract manufacturer for our Retavase product experienced
excess costs related to manufacturing difficulties as a resull of higher than expected batch failure rates.
In connection with our efforts to resolve these difficulties and improve the manufacturing process,
during the second quarter of 2006, we and the contract manufacturer agreed to temporarily cease
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Retavase product manufacturing and run three batches under change order to extensively sample and
analyze the process prior to making potential imarovements. We also agreed to reimburse the contract
manufacturer for certain costs incurred by them and additional costs that they were likely to incur in
connection with the halt in manufacturing and related activities. In connection with this agreement,
we recognized $2.5 million in COS in the second quarier of 2006 to reflect our actual and accrued
payments to this contract manufacturer.

In addition, during our year-end close process we were notified of a Retavase product lot stability
testing failure. Accordingly, during the fourth quarter of 2006, we recognized a $3.0 million charge in
COS related to this lot, which has a high probability of being unsalable. We continue to work with our
contract manufacturer to improve the Retavase product manufacturing process.

For Cardene 1V, IV Busuifex and Retavase product sales, we are obligated to make royalty payments,
generally based on a percentage of net product sales. In the case of Cardene !V product sales, the
percentage of net product sales that we are obligated to pay within any calendar year declines as
sales increase, As a result, we generally expect our COS as a percentage of product sales to decrease
quarter-over-quarter in each calendar year, and lhen increase again at the beginning of the subsequent
calendar year. Excluding the impact of these royalty payments, we expect continued quarter-to-quarter
variability based on product mix changes and production results, acknowledging that there is always
potential for an increase in COS it we have unforeseen manufacturing, contract manufacturing or
inventory related issues. For our Retavase product, in connection with an amended supply agreement
signed with our contract manufacturer during January 2007, we expect our future cost of goods sold
as a percentage of product sales to increase.

Research and Development Expznses

Research and development expenses consist primarily of costs of personnel to support our research
and development activities, milestone payments and technology licensing fees, costs of preclinical
studies, costs of conducting our clinical trials, such as CRO costs and clinical investigator fees, moni-
toring costs, data management and drug supply costs, research and development funding provided
to third parties and an allocation of facility and overhead, principally information technology, costs.
Beginning with the first quarter of 2006, research and development costs also include stock-based
compensation expense accounted for under SFAS 123(R) as a component of personnel-related costs.
Total stock-based compensation expense recognized as research and development expenses, includ-
ing amounts recognized under SFAS 123(R), was $13.6 million in 2006. Our research and develop-
ment costs have increased in each of the last two years as we have continued to invest tc advance our
product candidates into later stages of development and add new product candidates and to hire the
necessary personnel to support these efforts.

The $88.6 million increase in research and development expenses in 2006 compared to 2005 was
primarily due to increases in personnel-related costs of $34.7 million, facility-related costs of $14.9
million, costs of $11.5 million related to consulting services and research grants, external clinical
development expenses for our major research and development projects of $9.8 million, research and
development licensing costs of $5.9 million, $5.6 million incurred in connection with our acquisition
in September 2006 of certain Cardene produst-retated rights from Roche and information technol-
ogy-related costs of $3.8 million. These incresses were partially oftset by a decrease in production
materials costs of $4.3 million.

The $49.5 million increase in research and development costs in 2005 compared to 2004 was primar-
ily due to increases in personnel-related costs of $19.4 million, clinical development expenses for our
maijor research and development projects of $14.8 million, facility-related costs of $9.2 million, infor-
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mation technology-related costs of $8.0 million and production material costs of $4.4 million. These
increases were partially offset by decreases in contract manufacturing services of $6.8 million.

Wae expect our research and development expenses to ¢continue to increase as we advance our product
candidates info later stages of development and add new product candidates, and such expenses may
change unexpectedly due to changes in trial design, cancellation of projects, or initiation or in-licens-
ing of new programs.

The table below summarizes the stage of development for each of our products in clinical development,
including the research and development expenses recognized in connection with each product.

Research and Oevelopment
Estimated Expenses for the Years Ended
Product Phase of Completion December 3],
Candidate Description/Indicalion DBevelopment  Collaborator  of Phase 2006 2005 2004
(In thousands}
Daclizumabt® Healthy Volunteer SC  Phase | Roche Completed § 52939 $ 37908 § 30444
Asthma Phase 2a - Completed
Multiple Sclerosis Phase 2 Qiogen Idec 2007
Nuvion IV steroid-refractory  Phase 2/3 - 2007 55,914 28,209 21,407
{visilizumab) ulcesative colitis
Crohn's Disease Phase 2 = 2007
Volociximab (M200)  Solid tumors Phase 2 Biogen |dec 2008 23,338 27,588 20,574
Ularitidat2) Atute Decompensated  Phase 2 - Completed 20,887 11,170 N/A
Heart Failure
HuZAF Rheumatoid Arthritis ~ Phase 2 Bioger Idec  Program 2,32 4,055 1,266
{fontolizumab) i3 Ceased
Otheri4} Multipte programs See note below - N/A 164,760 63,109 423812
Total Research and Development Expenses $260,650 §$172039 $122.563

(1) The Roche Amended and Restated Co-Development and Commercialization Agreement provided that Roche would jointly develop and
cammertialize daclizumab for the treatment of asthma and transplant Indicatians; however, in August 2006, Roche decided to it discon-
tinue its involvernant in the development of daclizumab in trealing asthma and then later, in Novembes 2006, elected to discontinue Ita
co-devetopment of daclizumab in transplant indications and terminate the Roche Co-Development Agreement eifective in May 2007,

(2) We acquired worldwide development and commercialization rights 10 this product pursuant ta our acquisition of ESP Pharma in the first
quarter of 2005, We have been planning 1o initiate a two-study, 3,300-patieni Phase 3 trial in Ewrope; however, wa have decided to delay
the start of these trisls pending # pantnership for the ularitide program to better ensure the successiul development af utaritide. This delay
doas not atfect our planning and initiation 6! a Phasa 1 trial in the United States.

{3) In July 2006, we and Siogen Idec jointly agreed to tesminste further development of the HuZAF antibody in rheumatold arthritis because
the HuZAF eniibody aid not show positive results from the refated Phase 2 trial that we conducted together with Biogen Idec. We snd
Bicgen Idec do not currently have any plans for development of the HUZAF antibody in other inditations. This Phase 2 trial is currently
being completed.

{4) No other clinical product inchuded in “other™ Constitules more than 5% of the total research and development aspenses or the periods
presenied. Ao includes research and pra-clinical related expenses and expenses for terminated and out-licensed product candidates.

The information in the column labeled “Estimated Completion of Phase” is our current estimate of the
timing of completion of product development phases. The actual timing of completion of those phases
could differ materially from the estimates provided in the table. The clinical development portion
of these programs may span as many as seven to 10 years, or longer, and any further estimation of
completion dates or costs to complete would be highly speculative and subjective due to the numerous
risks and uncertainties associated with developing biopharmaceutical products, including significant
and changing government regulation, the uncertainty of future preclinical and clinical study resulls
and uncertainties associated with process development and manufacturing as well as marketing. For
a discussion of the risks and uncertainties associated with the timing of completing a product devel-
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opment phase, see the “It our research efforts are not successful, we may not be able to effectively
develop new products,” “Clinical development is inherently uncertain and expensive, and costs may
fluctuate unexpectedly,” “We are subject to extensive government regulation, which requires us to
invest significant amounts of resources in develapment, and we may not be able to obtain regulatary
approvals, which are required for us 1o conduct clinical testing and commercialize our products,” “Qur
clinical trial strategy may increase the risk of clinical trial difficulties,” “If we do not attract and retain
key employees, our business could be impaired,” and “We may be unable to obtain or maintain regula-
tory approval for our products and the marketing and sale of our products could result in violations of

law or regulations” sections of our Risk Factors.

Setling, General and Administrative Expenses

Seling, general and administrative expenses generally consist of costs of personnel, professional
services, consulting and other expenses related to our selling and administrative functions and an
allocation of facility and overhead, principally ir formation technotogy, costs. Of total selling, general
and administrative expenses for the year ended December 31, 2006, 57%, or $68.8 million, related
to sales and marketing expenses, compared to 9%, or $48.3 million, for 2005. Beginning with the
first quarter of 2006, selling, general and adminsstrative ¢osts also include stock-based compensatian
expense accounted for under SFAS 123(R) as a component of personnel-related costs. Total stock-
based compensation expense recognized as selling, general and administrative expenses, including
amounts recognized under SFAS 123(R), was $10.0 million for the year ended December 31, 2006.

Selling, general and administrative expenses for the year ended December 31, 2006 increased $38.5
million, or 47%, from 2005. This increase was primarily due to increases in personnel-related expenses
of $27.5 million, costs of $10.5 million related to consulting services, a $4.1 mitlion payment to
Wyeth in the first quarter of 2006 in consideration of Wyeth's consent to our transfer of rights to the
off-patent products and facility-related expenses of $3.0 million. These increases were partially offset
by decreases in information technotogy-related costs of $4.4 million. The majority of the increase in
personnel-related expenses was atiributable to the fact that the 2006 period included 12 months of
operations during which we operated with the sales force and other personnel we added in connection
with our acquisitions of ESP Pharma and the rigats to the Retavase product in late March 2005, and
the 2005 pericd included only approximately nine months of operations with these added personnel.

The increase in 2005 as compared to 2004 was primarily due to increased personnel-related expenses
of approximately $28.9 million resulting from the addition of sales force and other persennel in
connection with our acquisitions of ESP Pharma and the rights to the Retavase product in late March
2005, outside services expenses of approximately $25.9 million for advertising, market research and
promotion materials and facility-refated expenses of $2.9 million, which were partially otiset by lower
information technology-related costs of $8.0 million.

We expect that selling, general and administrative expenses will continue to increase in the near
future as we operate our expanded sales force aad support staff and initiate or continue promotional
programs for our products.

Acquired In-Process Research and Develapment

In connection with our acquisitions of ESP Pharra in March 2005 and Eos Biotechnology, Inc. (Eos)
in April 2003, we recognized charges for acquired in-process research and development of $79.4
million in March 2005 and $37.8 million in April 2003 due to incomplete research and development
programs related to terlipressin and ularitide frem ESP Pharma as well as volociximab (M200) and
F200 from Eos that had not yet reached technolugical feasibility and had no alternative future use as
of the respective acquisition dates.
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In addition, during the fourth quarter of 2003, we recognized a charge to acquired in-process research
and development totaling approximately $48.2 million in connection with the amendment to our
callaboration agreement with Roche in October 2003, pursuant to which we acquired exclusive world-
wide rights to market, develop, manufacture and sell daclizumab (Zenapax) in all disease indications
other than transptantation. The $48.2 million charge relates to the rights to autoimmune indications
for daclizumab that were then being developed and tested in clinical studies, specifically 1o treat
asthma and ulcerative colitis.

A summary and the status of these programs at December 31, 2006, and of the value assigned and
recognized as expense as of the acquisition date follows:

Program/Product Value Assigned
Candidate Description/Indicaticn Acquired from __ Status of Program on Acquisiticn Date
(In thousands}
Terlipressin A synthetic 12 amino acid petide ~ ESPPharma  As of December 2006, we $ 23765
derived from the naturally relinquished our rights to
occurring tysine-vasoprassin this product candidate by
for hepatorenal syndrome {erminating the agreement
under which we held exclusive
marketing, sales and
distribution rights.
Ularitide A synthetic form of the natriurelic  ESPPharma  Phase 1 (US) anticipated 55,652
peptide for the treatment of to begin in 2007
decompensated congestive
heart failure
Total from ESP Pharma $ 79417
Volociximab Function-blocking antibody that Eos Phase 2 clinical trials angeing 24,067
(M200, Anti- o) targets a specific integrin for
Integrin Antibody) solid tumaors, including melanoma,
pancreatic, and renal cell cancers
Ocular Fab fragment of Anti- o34 Eos No further development expected 13,767
Neovascularization  Integrin Antibody
{F200, Anti-cisPy for ocular indications,
Integrin Antibody} including age-related
macular degenesation
Total from Eos § 37834
Asthma and Ulcerative Roche Phase 2 program advancement 3 48,200
Colitis {dactizumab) pending partnership for asthma
and no further development
expected for utcreative colitis
Total from Roche § 48.200
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Assumptions Underlying In-Process Research anil Development Charges

We determined the values of the acquired in-proiess research and development from the ESP Pharma
acquisition, the Eos acquisition and the Roche arrangement by estimating the refated future probabil-
ity-adjusted net cash flows, which we then disccunted to present values using a discount rate of 14%
for the ESP Pharma acquisition and 15% for both the Eos acquisition and the Roche arrangement.
This discount rate is a significant assumption and is based on our estimated weighted-average cost
of capital taking into account the risks associated with the projects acquired. We based the projected
cash flows from such projects on estimates of revenues and operating profits related to such projects
considering the stage of development of each potential product acquired, the time and resources
needed to complete each product, the life of each potential commercialized product and associated
risks, including the inherent difficuities and uncertainties in developing a drug compound and obtain-
ing FDA and other regulatory approvals, and risks related to the viability of and potential alternative
treatments in any future target markets. In determining the value of the acquired in-process research
and development, the assumed commercialization dates used for the potential products as of the
respective dates of acquisition ranged from 2007 to 2008 related to the ESP Pharma acquisition and
the Roche arrangement and 2008 to 2009 relatzd to the Eos acquisition,

Numerous risks and uncertainties exist with timely completion of development, including the uncer-
tainty and timing of commencing human clinical trials and patient enroliment, as well as uncertain-
ties related to the results of such studies, including interpretation of the data and obtaining FDA and
other regulatory body approvals. The nature of the remaining efforts for completion of the acquired
in-process research and development projects primarily consist of initiating clinical trials and studies,
the cost, length and success of which are extremely difficult to determine. Feedback from regulatory
authorities or results from clinical studies might require modifications or delays in later stage clinical
trials or additional studies to be performed. The acquired products under development may never be
successfully commercialized due to the uncertainties associated with the pricing of new pharmaceuti-
cals and the fact that the cost of sales to produce these products in a commercial setting has not been
determined. It these programs cannot be compicted on a timely basis, then our prospects for future
revenue growth would be adversely impacted.

Other Acquisition-related Charges

Other acquisition-related charges represent costs incurred that relate to ESP Pharma operations prior
to our acquisition of ESP Pharma and sales returns of Retavase product from sales made prior to
our acquisition of the rights to the Retavase product in March 2005. These costs primarily relate to
product sales returns, but also include charges for uncollectible accounts receivable and other miscel-
laneous liabilities related to pre-acquisition ESP Pharma operations. As the product sales returns
directly relate to operations prior 10 our acquisitions of ESP Pharma and the rights to the Retavase
product, we recognize them as operating expensies rather than as a reduction to product sales. We
recognize other acquisition-related charges unde: the specific identification method. We recognized a
totat of $6.2 million in other acquisition-related charges in 2006 compared to $20.3 million in 2005
and zero in 2004.

Initially in 2005, we recognized sales returns of Retavase product from sales made prior to our acqui-
sition of the rights to the Retavase product as contra-revenues. During 2006, we reclassified such
amounts to be consistent with the accounting treatment for other similar charges incurred subsequent
to our acqguisition of ESP Pharma in March 2005 :hat were associated with pre-acquisition operations.
The impact of the reclassification increased product sales, net, and other acquisition-retated charges
by approximately $0.9 million for the year ended December 31, 2005.
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Asset Impairment Charges

Total asset impairment charges for the year ended December 31, 2006 were $74.7 million, compared
to $31.3 million in 2005 and zero in 2004. In connection with the negotiation of a supply agreement
for the manufacture of Retavase product in December 2006, which was signed in January 2007, we
determined that indicators existed that suggested our Retavase product rights intangible assets could
be impaired. As such, we tested these intangible assets for recoverability under SFAS 144, and the
total of the estimated future cash flows directly related to the sale of our Retavase product was less
than the carrying value of the asset as of December 31, 2006. Therefore, we determined that the
carrying value of our Retavase product rights was impaired, and we used a present value technique to
calculate the fair market value of the asset. As a result, we recognized an impairment charge totaling
approximately $72.1 million, which represented the difference between the carrying value of the asset
and the present value of estimated future cash flows as of December 31, 2006. After recognizing the
impairment charge, the book value of this intangible asset as of December 31, 2006 was approxi-
mately $12.9 million

In September 2006, we recognized a $1.5 miltion impairment charge for our product rights related
to the distribution of the Retavase product in certain territories, This amount represented the differ-
ence between the carrying value of the asset and the present value of estimated future cash flows as
of September 30, 2006 under SFAS 144, After recognizing the impairment charge, the book value
of this intangible asset as of September 30, 2006 was approximately $0.2 million and remained
unchanged at December 31, 2006.

In June 2006, we concluded that the carrying amount of certain of our licensed research technology
was impaired because we abandoned the related technology associated wilh certain research projects
we originally acquired in the third quarter of 2004. Accordingly, we recorded an impairment charge of
$0.9 million, representing the unamortized balance prior to the impairment assessment, during the
three months ended June 30, 2006.

In September 2005, we recognized an asset impairment charge of $15.5 million to write down the
carrying amounts of the product rights and related inventory of our four off-patent products to their
fair values based on a revaluation completed in September 2005. We acquired these product rights
as part of the acquisition of ESP Pharma, however, as we are committed to the development, manu-
facture and commercialization of proprietary biopharmaceutical products, marketing the off-patent
products was inconsistent with our strategy. Accordingly, during the third quarter of 2005, we made
a decision to market the assets relating to these products to potential acquirers, and we engaged a
financial advisor to assist us in this etfort. At September 30, 2005, the fair value of these product
rights and related inventory was estimated by management based on the indications of interests that
we had received from potential buyers. We classified these product rights and the related inventory
as held for sale and ceased the amartization of these product rights in accordance with SFAS 144,
In addition, we reserved $1.1 million of this off-patent product inventory on hand as of December 31,
2005 based on its expected realizable amount.

Pursuant to the terms of the 2005 Worldwide Agreement with Roche and the Roche Co-Development
Agreement, each of which we entered into in October 2005, we agreed not to exercise the reversion
right we had held under the 2003 Worldwide Agreement with Roche to promote and sell the Zenapax
antibody for prevention of acute kidney transplant rejection, and we are no longer required to make a
payment for such right that would otherwise would have been due in 2006 under this agreement. As
a result, during the fourth quarter of 2005, we wrote off the carrying value of the reversion right of
$15.8 million acquired under the 2003 Worldwide Agreement with Roche in October 2003.
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Interest and Other Income, net and Interest Expense

fears Ended December 31, Annual Percent Change
{In thousands) 2008 2005 2004 2006/2005  2005/2004
Interest and Other Income,
net and Inferest Expense
Interest and other income, net $ 1ws $  96l6 (0212 84% 6%
Interest expense (13,070} {10,177) {5,028) 28% 102%
Total interest and ather income,
net and interest expense $ 4634 $ (561 § 5184 926% -11%

Interest and other income, net, in 2006 increased from 2005 primarily due to the increased inter-
est earned on our cash, cash equivalents, marketable securities and restricted cash and investments
batances as a result of higher interest rates and higher invested balances. Interest and other income,
net, in 2006, 2005 and 2004 included interest income of $17.5 million, $9.7 million and $9.7
million, respectively.

Interest expense in both 2006 and 2005, net of amounts capitalized, related to a 2.00%, $250.0
million Convertible Senior Notes (2005 Notes), a 2.75%, $250.0 million Convertible Subordinated
Notes (2003 Notes), a 7.64% term loan associated with the purchase our Fremont, Catifornia facili-
ties, and notes payable assumed in our acquisition of Eos in the second quarter of 2003. Interest
expense in 2004, net of amounts capitalized, related to the 2003 Notes, the 7.64% term loan and
the notes payable acquired in the Eos acquisition.

Interest expense in 2006 increased from 2005 as a result of both the 2005 Notes and the 2003
Notes being outstanding during the entire year of 2006, compared to the 2005 Noles being outstand-
ing only for 10 out of 12 months of 2005 as the 2005 Notes were issued in mid-February 2005. In
addition, interest expense increased in 2006 as compared to 2005 due to the absence of capitalized
interest expense in the third quarter of 2006, since we completed the construction of the Minnesota
facility in the second quarter of 2006 and began construction at our future headquarters in Redwood
City, California, during the fourth quarter of 2006. We expecl to complete this project in the second
half of 2007. Interest expense for 2005 increasad from 2004 as a result of both the 2005 Notes and
2003 Noles being outstanding during 2005, compared to only the 2003 Notes being outstanding
in 2004,

Going forward, we expect interest expense to inzrease by approximately $1.7 million per year refated
to our long-term financing liability for our Lab Eluilding in Redwood City once we occupy the facility,
which we expect to occur in the second half of #007. We didn't purchase the building, but as a result
of the terms of the lease agreement, we were required to record the fair value of the building and
a corresponding long-term financing liability on our Consolidated Balance Sheet. See the Liquidity
and Capital Resources section of this Annual Repaort for further details of this lease and the related
accounting treatment.

Income Taxes

We recorded a tax expense of approximately $0.8 million, $0.9 million and $0.1 million for the years
ended December 31, 2006, 2005 and 2004, respectively. Income tax expense in 2006 was primarily
related to federal atternative minimum taxes and foreign taxes on income earned by our foreign opera-
tions and accrued interest expense on contingent liabilities of ESP Pharma, reduced by a state tax
bensfit due to a change in the deferred tax position and the lapsing of certain contingent tax labilities
of ESP Pharma for the tax year ended December 31, 2002.
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Income tax expense in 2005 primarily related to state income taxes on income earned by ESP Pharma
and foreign taxes on income earned by our foreign operations. Income tax expense in 2004 primar-
ily related to foreign taxes on income earned by our foreign operations and foreign withholding tax in
connection with a license maintenance fee.

LIQUIDITY AND CAPITAL RESOURCES

Fo date, we have financed our operations primarily through public and private placements of equity and
debt securities, royalty revenues, license revenues, collaboration and other revenues under agreements
with third parties, interest income on invested capital and, more recentiy, product sales. At December
31, 2006, we had cash, cash equivalents, marketable securities and restricted cash and investments
in the aggregate of $426.3 million, compared to $333.9 million at December 31, 2005.

Net cash provided by our operating activities in 2006 was $78.8 million compared with net cash
provided by our operating activities of $31.6 million and net cash used in operating activities of $27.2
million in 2005 and 2004, respectively. The $78.8 million net cash provided by operating activities
in 2006 was primarily attributable to our increased product sales and revenues from royalties, which
were offset partially by the increases in spending for advancing our clinical programs, expanded sales
and marketing activities and increased headcount. In 2005, the $31.6 million net cash provided
by operating activities was primarily attributable to our product sales and increased revenues from
royalties, which were offset partially by the increase in spending for advancing clinical programs and
our expansion into sales and marketing activities as well as headcount. In 2004, the cash used in
operating activities related primarily 10 the funding of greater operating expenses partially offset by an
increase in deferred revenue resulting from a co-development and commercialization agreement we
entered into with Roche in September 2004.

Net cash used in investing activities in 2006 was $116.0 million, compared to $320.8 million and
$240.2 million in 2005 and 2004, respectively. The $116.0 million net cash used in investing activi-
ties in 2006 was primarily attributable to net purchases of approximately $75.4 million due to the
timing differences of purchases and maturities of our available-for-sale marketable securities, $36.5
million in capital expenditures, of which $2.8 milfion relates to the development and construction of
our new headquarters, and $15.0 million related to the first of two milestone payments payable to
Centocor under the Retavase product purchase agreement (see Note 6 to the Consolidated Financial
Statements for further information). These net purchases were partially offset by the repayment to
us by Exelixis of a $30.0 million note receivable and the establishment of letters of credit related to
the lease of and construction at cur new corporale headquarters totaling $18.3 miilion, The $320.8
million net cash used in investing activities in 2005 was primarily attributable to $432.6 millien in
cash payments (net of cash acquired) related 1o the acquisitions of ESP Pharma and the rights 1o the
Retavase product in March 2005 and $41.3 million in capital expenditures, which were partially otfset
by $154.5 mitlion in sales and maturities of our marketable securities and maturities of restricted
investments. The changes in 2004 were primarily the result of the timing of purchases of market-
able securities, as well as an increase in capital expenditures, primarily related to the development,
construction and validation activities for our manufacturing facility in Brooklyn Park, Minnesota.

Net cash provided by financing activities in 2006 was $32.9 million, compared to $381.2 million
and $17.0 million in 2005 and 2004, respectively. The $32.9 million net cash provided by financing
activities in 2006 was primarily due to the issuance of our common stock primarily in connection with
option exercises. The $381.2 million net cash provided by financing activities in 2005 was primarily
due to the issuance of the 2005 Notes in February 2005, the issuance of common stock 1o Biogen
Idec for $100 million, and employee stock purchase plan and stock option exercises totaling $39.9
million. Net cash provided by financing activities in 2004 primarily related to the proceeds from the
exercise of stock options.

We estimate that our existing capital resources will be sutficient to fund our operations through
the foreseeable future. Our future capital requirements will depend on numerous factors, including,
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among others, continued growth in sales of our marketed products; royalties from sales of products
by third-party licensees; our ability to enter into additional collaborative, humanization, patent license
and patent rights agreements; interest income: progress of product candidates in clinical trials; the
ability of our licensees to obtain regulatory approval and successfully manufacture and market prod-
ucts licensed under our patents; the continued or additional support by our collaborative partners
or other third parties of research and development efforts and clinical trials; investment in existing
and new research and development programs: lime required to gain regulatory approvals; significant
resources we will devote to constructing and qualifying our Redwood City, California facility; significant
resources we will need to expend to update or modify our manufacturing facilities as new products
are introduced or manufacturing processes are revised; significant resources we will need to expend
in the long term to refurbish or replace our manufacturing facilities due to obsolescence; our ability
to obtain and retain funding from third parties under collaborative arrangements; the demand for our
potential products, if and when approved; potential acquisitions of technology, product candidates
or businesses by us; successful integration of acquired businesses, including the transition to us of
existing relationships with partners, distributors, third party vendors, manufacturers, and customers
of acquired companies; and the costs of defending or prosecuting any patent opposition or litigation
necessary 10 protect our proprietary technology. In order to develop and commercialize our potential
products we may need to raise substantial addilional funds through equity or debt financings, collab-
orative arrangements, the use of sponsored research efforts or other means. No assurance can be
given that such additional financing will be available on acceptable terms, if at all, and such financing
may only be available on terms dilutive to existing stackholders.

in July 2006, we entered into agreements to lease two buildings in Redwood City, California, to serve
as our corporate headquarters. The largest of the iwo buildings. the Administration Buitding, will
primarily serve as general office space, while the other will serve as our prin¢ipa! laboratory space {the
Lab Buitding). We took possession of the buildings during the fourth quarter of 2006. We are currently
constructing leasehold improvements for both buildings, and we expect to mave into the facilities
during the second hatf of 2007.

Another tenant previcusly occupied the Administration Building, and therefore, our leasehold improve-
ments to this building primarily consist of simply renovating the interior office space to meet our
personnel needs. However, more significant leasehold improvements are planned for the Laboratory
Building, which has never been occupied or improved for occupancy. While this building had electric-
ity, plumbing, elevators and stairs as of the date of the lease, it lacked a heating and air condition-
ing system, interior walls and various other improvements that would be necessary for occupancy.
We expect to incur approximately $70 million 10 $80 million in leasehold improvements in the Lab
Building, and in the case that we fail to complete such improvements, our landlord has the right to
draw upon the $15 million letter of credit we established in connection with the lease agreement {see
letter of credit discussion below). Therefore, we have financial risk related to the completed construc-
tion of the facility.

Due to our invaolvement in and assumed risk during the construction pericd, as well as the nature of
the leasehold improvements for the Lab Building, we are required under Emerging lssues Task Force
No. 97-10, “The Effect of Lessee Involvement in Asset Construction,” to reflect the lease of the Lab
Building in our financial statements as if we purchased the building. Therefore, we recorded the fair
market value of the building and a corresponcing long-term financing liability, which approximated
$24.7 million, at the time when we took possession of the building. Moreover, we are required to
recognize interest expense on our financing liability, which is based on our secured borrowing rate at
the time we entered into the tease in July 2006. During the construction period, we will be capital-
izing such interest as the buitding has not yet been placed in service and is classified as construc-
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tion-in-process on our balance sheet. In addition, since we are not the legal owner of the land, we
must assume that we are leasing the land and recognize this amount as ground !ease rentals (rental
expense) under Financial Accounting Standards Board Staff Pesition SFAS No. 13-1, “Accounting for
Rental Costs Incurred During a Construction Period.” During 2006, we capitalized approximately $0.4
million in interest expense and we recognized approximately $0.3 million in rental expense related
to the Lab Building. At December 31, 2006, our financing liability related to the Lab Building was
approximately $25.4 million.

Since we are financing a substantive amount of the leasehold improvements, the lease of the Lab
Building does not qualify for sale-leaseback accounting under SFAS No. 98, “Accounting For Leases,”
and therefore, we are required to keep the fair value of the building in our balance sheet throughout
the lease term. As a result, after the construction is complete and the Lab Building is placed into
service, we will depreciate the value of the building using the straight-line method over the term of our
lease, and we will allocate our lease payments to rental expense for the land, interest expense, and
the reduction of the financing liability. Our underlying lease term is approximately 15 years, or through
December 31, 2021. We don't expect to have a material gain or loss on the financing obligation at the
end of our lease commitment in 2021.

tn November 2006, we established an irrevocable letter of credit in the amount of $15.0 million with
a financial institution in connection with the building leases in Redwood City, California. This letter of
credit expires in November 2007, but will be automatically extended to November 2008 if this letter
of credit is not returned by the holder before November 2007.

In February 2005, we issued the 2005 Notes, which are convertible into our common stock at a conver-
sion price of $23.69 per share, subject to adjustment in certain events. Interest on the 2005 Notes
is payable semiannually in arrears on February 15 and August 15 of each year, The 2005 Notes are
unsecured and subordinated to all our existing and future indebtedness and may be redeemed at our
option, in whole or in part, beginning on February 19, 2010 at par value. We used the proceeds from the
2005 Notes to help fund the acquisitions of ESP Pharma and the rights to the Refavase product.

In July 2003, we issued the 2003 Notes, which are convertible into our common stock at a conversion
price of $20.14 per share, subject to adjustment in certain events and at the holders’ option. Interest
on the 2003 Notes is payable semiannually in arrears on February 16 and August 16 of each year, The
2003 Notes are unsecured and are subordinated to all our existing and future senicr indebtedness and
may be redeermed at our option, in whole or in part, beginning on August 16, 2008 at par value. In
addition, in August 2010, August 2013 and August 2018, holders of our 2003 Notes may require us
to repurchase all or a portion of their notes at 100% of their principal amount, plus any accrued and
unpaid interest to, but excluding, such date. For 2003 Notes to be repurchased in August 2010, we
must pay for the repurchase in cash, and we may pay for the repurchase of notes to be repurchased in
August 2013 and August 2018, at our option, in ¢ash, shares of our common stock or a combination
of cash and shares of our common stock. in the Lhird quartes of 2003, we filed a shelf registration
statement with the SEC covering the resale of the 2003 Notes and the common stock issuable upon
conversion of the notes.

We pledged a portfolio of U.5. government securities originally costing approximately $20.8 million as
security for certain interest payments on the 2003 Notes. These pledged securities, and the earnings
thereon, were sufficient to pay the first six scheduled interest payments due on the 2003 Notes. The
amount was paid off in 2006 and there is no further abligation to provide security for payments under
the 2003 Notes.

In May 2001, we signed a collaboration agreement with Exelixis, Inc., which relates to the discovery
of potential antibody targeting in the field of cancer. As part of this agreement, we purchased a $30.0
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million five-year note, convertible at our option after the first year of the collaboration into shares of
common stock of Exelixis. In May 2006, Exelixis paid to us the outstanding balance of principle and
interest on this note.

In September 1999, Fremont Holding L.L.C., our wholly owned subsidiary, obtained a $10.2 million
term loan to purchase two of our Fremont, Calilornia facilities. The outstanding balance on this term
loan as of December 31, 2006 was $6.8 million. The loan bears interest at the rale of 7.64% per
year and is amartized over 15 years with principal and interest payable monthly, The loan is secured
by the two Fremont, California facilities we own and is subject to the terms and covenants of the loan
agreement,

Ow material contractual obligations under lease, debt, construction, contract manufacturing and
other agreements for the next five years and thereafter as of December 31, 2006 are as follows:

Payments Due by Period
Less Than Mare than
{In thoysands} 1 Yea: 1-3 Years 4-5 Years 5 Years Total
Contractual Obligations (1)
Operating leases $ 72 % 7B3 0% 6879 0§ 66412 3 88250
Long-term liabilities
{including interest payments)2) 1979 12397 9793 45,705 17,310
Convertible rotes
{including interest payments) 11,874 23,750 266,873 252,500 554,998
Canstruction contracts(3 4776 - - - 4116
Contract manufacturing 31,936 9,651 - - 4] 589
Tota! contractua! cbligations $ 63695 § 54062 § 283550 § 36618 § 766,923

{1} This table does nol include (3} any milesilone payments trom 1 10 thivd partics which may betome payable under research collaborations
or license agreements as the timing and likeihood of such payraenis are not known, of () any royalty payments £r10m ys to third parties as
the ampunts of such payments and / or hikelihood of such payments ace nod known in any period presented above. This table also excludes
2 $15 million fetter of cregit relaled 1o our Redwood City faciiities, from which our landiorg can draw if we do act Tutfill our obligations with
respect 1o the construction of our leasehold inprovements as discuased in Nate 13 of the Comsalidated Financial Stataments.

{2) Includes lease payments relaled to our Lab Building in Redwood City, Calilornia a3 discussed in Nole 13 of the Consalidated Financial
Siatements, martgage payments for the byildings we own in Fremant, Calitarnia, Ihe milestons payments related to out purchase
from Roche of Cardens product-telated rights as discusaed in Note 10 of Lhe Consolidaled Financial Statements, and post-retirement
bens!il obligations,

{3) Relates to the construction of our leasehold impravements a1 our Recwooo City facilities as discussed in Note 13 of the Consolidated
Financisl Statements,

0H-Balance Sheet Arrangements

Nene.

Recent Accounting Pronouncements

In July 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income Taxes,”
which is effective for fiscal years beginning afte: December 15, 2006. The interpretation prescribes a
recogaition threshald and measurement attribute for the financial statement recognition and measure-
ment of a tax position taken or expected to be taken in a 1ax return. The interpretation also provides
guidance on derecognition, classification, interest and penalties, accounting for interim periods,
disclosure and transition. We will adopt the interpretation an January 1, 2007 and we do not belleve
the interpretation wilf have a material impact on our financial position and results of operations.
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Comparisen of Stockholder Returns

The line graph below compares the cumulative total stockholder return on our commaon stock between
December 31, 2001 and December 31, 2006 with the cumulative total return of (i) the Nasdag
Biotechnology Index and {ii) the Nasdag Composite Index over the same period. This graph assumes
that $100.00 was invested on January 1, 2002, in our common stock at the closing sale price for
our common stock on December 31, 2001 and at the closing sales price for each index on that date
and that all dividends were reinvested. No cash dividends have been declared on our common stock.
Stockholder returns over the indicated period should not be considered indicative of future stockholder
returns and are not intended to be a forecast.

$ 140.00
$ 120.00
$ 100.00
$ 80.00
$ 60.00
$ 40.00
$ 20.00
L} L L] L) 1
2001 2002 2003 2004 2005 2006
—— “rs . e - * -
POL BioPharma, Inc. Nasdaq Biotechnology index Nasdaq Composite index
Indexed Returns for Years Ending
1243140 12/31/02 12/31/03 12/31/04 12/31/05 12/31/06
PDL BigPharma, Inc. 100.00 25.91 54.57 62.99 86.65 61.40
Nasdaq Biotechnology Index 100.00 54,67 79.68 84.56 86.96 87.85
Nasdaq Composite Index 100.00 68.47 102.72 11.54 113.07 123.84

The information under this heading “Comparison of Stockholder Relurns” shall not be deemed to
be “soliciting material” or to be “filed” with the SEC, nor shall such information be incorporated
by reference into any future filing under the Securities Act of 1933, as amended, or the Securities
Exchange Act of 1934, as amended, except to the extent that we specifically incorporate it by refer-
ence in such filing,
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QUANTITATIVE AND QUALITATIVE DISCLOSURE AEOUT MARKET RISK

Interest Rate Risk

We maintain a non-trading investment portfolia of investment grade, highly liquid debt securities,
which limits the amount of credit exposure to any one issue, issuer or type of instrument. We do not
use derivative financial instruments for speculative or trading purposes.

The debt securities in our investment portfolio are not leveraged and are classified as availabte-for-
sale and therefore are subject to interest rate risk. We do not currently hedge interest rate exposure.
If market interest rates were to increase by 100 basis points from December 31, 2006 tevels, the
fair value of the portiolic would decline by appraximately $2.0 million. The modeling technique used
measures the change in fair values arising frorn an immediate hypothetical shift in market interest
rates and assumes ending fair values include principal plus accrued interest.

As of December 31, 2006, the aggregate fair values of our long-term debt and convertible subor-
dinated notes were approximately $7.1 million and $547.5 million, respectively, based on available
pricing information. The long-term debt bears interest at a fixed rate of 7.64%, the 2003 Notes bear
interest at a fixed rate of 2.75% and the 2005 Notes bear interest at a fixed rate of 2.00%. These
obligations are subject to interest rate risk because the fixed interest rates under these obligations
may exceed current interest rates.

The following table presents information about our material debt obligations that are sensitive to
changes in interest rates. The tabte presents principal amounts and refated weighled-average interest
rates by year of expected maturity for our debt cbligations. Qur convertible notes may be converted to
common stock prior ta the maturity date.

(In thousands) 2007 2008 2009 2010 2011 Thereafter Tolal _ Fair Value
Long-term deht,
including current
portion
Fied Rate $ 635 $ 685 % M) % 800 § 865 $ 3067 § 6793 § TG
Avg. Interest Rate 1.64% 764% 764% 1.64% 164% 7.64% 1.64%

Gonvertible
subardinaied nates
Fixed Rate $ - 3 - 3 R | - 3 $499,998 $499998  $547,50012
Avg. Interest Rate 2.18% 2.38% 2.38% 2.38% 2.38% 2.38% 2.38%

{)) The fair value of the remaining payments under owr long-ierm cbligations is estimated using discounted cash liow analyses, based on our
current incremental borrowing rate tor similar types of barrowing arrangements.

(2) The tair value of the remaining payments under owr convertible subordinated notes is based on tha market prce of simitar instruments
with similar convertible teatures.

foreign Currency Risk

As we have operations outside of the United Sta-es, our financial results could be affected by changes
in foreign currency exchange rates or weak economic conditions in the foreign markets in which we
operate. To date, our foreign operations have not been significant to our results of operations and
financial condition; therefore, our current foreign currency risk is considered minimal.
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Consclidated Balance Sheets

December 31,
{Inthousands, sxcept per share data) 2008 2005
Assets
Current assets:
Cash and cash equivalents $ 179,009 § 183377
Marketsble securities, including zero and $6.8 million of restricted
investments at December 31, 2006 and 2005, respectively 154,115 101,617
Accounts receivable, net of allowances of $13.7 million and $12.9 million
at December 31, 2006 and 2005, respectively 18,780 15,116
Inventories 18,663 12,728
Prepaid and other current assets 1929 21516
Short-term note receivable - 30,000
Total current assets 379,496 379,354
Long-term marketable securities 14,892 48,928
Restricted cash 18,269 -
Land, property and equipment, net 296,529 266,053
Goodwill 69,854 57,783
QOther intangible assets, net 285,13 397,266
Other assets 17,040 13,770
Total assets $141,693  $1163,154
Liatllities and Stockholders’ Equity
Current Liabilities:
Accounts payable $ 13478 § 2728
Accrued compensation 0,23 16,331
Royalties payable 4,180 329
Other accrued liahilities 52,000 37132
Deferred revenue 13,443 14,290
Current portion of other lang-term liabilitkes 635 676
Tota! current liabilities 105,439 12,052
Convertible notes payable 499,998 499,998
Long-tesm deferred revenue 31,366 57,743
Other fong-term liabilities 37,528 7296
Total abitities 674,332 637,089
Commitments and contingencies {Nate 13)
Stockhalders' equity:
Preferred stock, par value $8.01 per share, 10,000 shares
avtherized; no shares issued and outstanding - -
Common stock, par value $0.01 per share, 250,000 shares
autherized; 115,006 and 112,062 shares issued and outstanding
at December 31, 2006 and 2005, respectively 1,150 1,121
Additional paid-in capila! 1,031,846 569,118
Deferred stock-based compensation - {1,998)
Accumulated deficit {570,129) (440,109}
Accumulaled ather comprehensive loss (1,328) (2,067)
Total stockholders’ equity 461,541 526,065
Total liabilities and stockholders equily $1.041,093  $1163.154
Set accompanying natas.




Consolidated Statements of Operations

(In thousands, except per share data)
Revenues:
Product sales, net
Royalties
License, collaboration and other
Total revenues
Costs and expenses:
Cost of produst safes
Research and developmenl
Selling. general and administrative
Acquired in-process 1eseaith and development
Cther acquisition-related charges
Assel impairment charges
Total costs and expenses
Operating loss
Interest 2nd other income, net
Interest expense
toss befgre income taxes
Income tax expense
Natloss
Net loss per basic and diluted shara

Shares used in computation of net loss per basic and diluted share

See accompanying notes.

Years Ended December 31,
2006 2005 2004

$ 165700 § 122006 § -

184,277 130,068 83,807
64,792 28,395 12,217
414,170 280,569 86,024
86,292 60,257 -
260,680 172,039 122,563
120,858 82,386 31,806
- 19,417 -

6,199 20,349 -
14,650 31,269 -

548,657 45707 154 369
(133,887} (165,148) (58,345)
11,704 9,615 10,212
{13,070) {10,177} (5,028)
(129,233) {165,709 {53,161}
167 868 80
$(130,020) $ (i66577) $ (53.241)
$§ (14 3§ (160§ (056
113,51 104,326 54,982
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Consolidated Statements of Cash Flows

(In thousands)
Cash flows from oparating actlvities:

Net loss
Adjustments to reconcile net loss to net cash provided
by {used in) operating activities:
Acguired in-process research ang development
Asset impairment charges
Depreciation
Amortization of convertible notes offering cosis
Amortization of intangible assels
Stock-based compensation expense
Loss on investment in marketable securities
Loss on disposal of equipment
Tax benefit from employee stock option exercises
Other non-cash research and development expenses
Non-cash ficense revenug
Changes in assets and liabilities:

Accounts receivable, net

interest receivable

Inventories

Other curremt assels

Other assets

Accounts payable

Accrued liabilities

Other tong-term liabilities

Deferred revenue

Total adjustments

Net cash provided by {used in) operating activilies

Cash flows fram investing activities:

Purchases of marketable securilies
Maturities of marketable securities
Maturities of restricted securities
Callection of note receivable

Adjustment to goadwill related to ESP Pharma zequisition
Cash paid for ESP Pharma acquisition, net of cash acquired

Cash paid for the acquisition of the Refavase product
Purchase of intangible assets

Sale of intangible assets

Purchase of property and equipment

Proceeds from sale of property and equipment
Transier to restricted cash

Net cash used in investing activities
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Years Endad December 31,
2006 2003 2004
$(130,020) $ (166,577 {53.241)
- 79,417 -
74,650 31,269 -
30,815 15,126 11,361
2,345 2214 1,205
44,854 37,557 2502
21,513 970 1,214
- 302 -
1L 7 7l
879 - -
- 1,500 3,000
- - {4,000
336 (21,626) -
{1,416} 323 340
{2,035) 923 -
19,567 (6.518) 939
{5,516) (124) 405
10,150 (4,029} 1,217
30,215 10772 (9,621
4,002 - -
{24,224} 50,144 16,728
208,750 198,127 26,085
78,170 31,550 {27,156}
{384,206) {600) {291,271)
301,930 147,660 139,290
6.628 6,876 7487
30,000 - -
- (873) -
- {322,558) -
- (110,000} -
(18,771 - -
2,150 - -
{36,518) (41,268) {95,683}
269 - -
{18,269} - -
(115,892} {320,763} {240.177)




Years Ended December 31,

(In thousands) 2006 2005 2004
Cash ftows from financing activities:
Proceeds {rom issuance of common stock, nel 33,529 139,868 18,313
Proceeds from issuance of convertible notes - 242,048 -
Paymenis on other loag-term debt {675) {7121) {1,353)
Net cash provided by financing activities 32,854 381,155 16,960
Net increase (decrease) in cash and cash equivalents (4,368} 91,982 1250,373)
Cash and cash equivaients at beginning of the year 183377 91,395 341,768
Cash and cash equivalents at eng of the year $ 175009 § 183377 § 91,395

Supplemental Disclosure of Cash Flow Information:
Cash paid during the veat for interest $ 1243t 0§ 9994 $ 8220
Cash paid during the year for income taxes 914 365 -
Ron-cash investing and financing activities:
Capitalization of facilities under financing lease transact on, including
accrued interest, and correspending bong-term financing liability 25117 - -
Goodwill adjustments related to ESP Pharma acquisition 12,170 - -

Cash Flow for Acquisitions of ESP Pharma and Rights to Setavase:

Cash znd cash equivalents $ - $ 228 3 -
Inventories - 19,712 -
Other current assets - 1,904 -
Property 2nd equipment - 2,208 -
Inangible assets - 432,700 -
Accounts payable - {1,836} -
Accrued compensation - {1,803) -
Other liabilities - {20,757) -
Acquisition and transaction costs incurred - (5.388) -
Common stock issued - {104,851} ~
See accompanylng noles.
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Consolidated Statements of Stockholders’ Equity

{ln thousands, except shares of common stock data}
Balance at December 31, 2003
Issuance of comman stock under employee benefit plans
Stock-based compensation expense for consultants
Issuance of common stock upon conversion of canvertible noles
Balance at December 31, 2004
fssuance of commeon stock under employee benefit plans, net
Issuange of common stock in connection with ESP Pharma acquisition
Issuance of common sieck in connetion with
Biogen Idec collaboration agreement
Stock-based compensation expense for consuttants
Issuance of common stotk in connection with

release of escrow shares from ESP Pharma acquisition
Balance at Decomber 31, 2005
Issuance of common stock under employee benefit plans, net
Issuance of camman stock in connecticn with release of

escrow shares from ESP Pharma acquisition
Eliminatien of deferred stock compensation upon adoption of SFAS 123{R}
Stock-based compensation expernse for employees
Stock-based compensation expense for consultants
Tax benelit from employes stock option exercises
Balance at December 31, 2006
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Additional
Common Stock Paid-1n
Shares Amount Capital
93885500 § 933 § 666793
1,971,233 20 18,293
- - 1,214
99 - 2
95,857,236 959 686,302
3,554,878 35 £2,091
7,330,182 73 104,778
4,058,935 4] 99,959
- - 10
1,260,342 13 35,278
112,062,073 1,121 969,118
2,542,119 25 33,504
401,408 4 12,536

- - {1.858)
- - 23,383
- - 264
- - 879
115,006,260 $ 1150 $1.037.846




Accumulated Totat
Deferred Other Stock-
Stock-based  Accumulated  Comprehensive Holders'
Compensation Deficit  Income {Lass) Equity
Balance at December 31, 2003 $ - ${009) 890 § 443331
Issuance of common stock under emptayee benefit plans - - - 18313
Stock-based compensation expense for consultanis - - - 1214
Issuance of common stock upon conversion of convertible notes - - - 2
Comprehensive loss:
Net loss - (53,241) - {53,241}
Change in unrealized gains and losses on investments
in available-for-sale securities - - (2,109) {2,109)
Total comprehensive loss - - {55,350)
Balance at December 31, 2004 - (273,532 (1,219) 412,510
Issuance of common stock under employee benefit plans, nel {2,258} - - 39,868
Issuance of common stack in connection with
ESP Pharma acquisition - - - 104,851
Issuance of common stock in connection with Biogen Idec
collaboration agreement - - - 169,000
Stock-based compensation expense for employees 260 - - 260
Stock-based compensation expense for cansultants - - - 710
Issuance of cemmon stock in connection with retease
of escrow shares from ESP Pharma acquisition - - 35.291
Comprehensive loss:
Met loss - {166,577) - (166,577)
Change in unrealized gains and losses on investments
in available-or-sale securities - - (848) (348)
Total comprehensive loss - - ~- (167,425}
Balance at December 31, 2005 (1,998} {440,109 {2,067 526,065
Issuance of comman stock under employee benefit plans, net - - - 131,529
Elimination of deferred stock compensation upon
adoption of SFAS 123(R} 1,998 - - -
Stock-based compensation expense for employees - - - 23,383
Stock-based compensation expense for consultants - - - 264
Issuance of common stack in connection with release of
escrow shares from ESP Pharma acquisition - - 12,700
Tax benefit from employee stock oplion exercises - - - 8749
Comprehensive loss:
Net loss - {130,020 {130,020)
Change in unrealized gains and losses ¢n investments
in available-for-sale securities - - 1,589 1,599
Adjustment to initially apply SFAS 158, net of tax - - (858) (838)
Total comprehensive loss - - - {129,279)
Batance at December 31, 2006 $ - $1570,129) $ (1.326) $ 46754
See accompanying notes,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 2006
1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Organization and Business

We are a biopharmaceutical company focused on discovering, developing and commercializing inno-
vative therapies for severe or life-threatening illnesses. We currently market and sell products in the
acute-care hospital setting in the United States and Canada. We also receive royalties and other
revenues through licensing agreements with numerous biotechnology and pharmaceutical companies
based on our proprietary antibody humanization technology platform. These licensing agreements
have contributed to the development by our licensees of nine marketed products. We currently have
several investigational compounds in clinical development tor severe or life-threatening diseases, and
we have entered into collaborations with other pharmaceutical or biotechnology companies for the
joint development, manufacture and commercialization of certain of these compounds. Our research
platform is focused on the discovery and development of antibodies for the treatment of cancer and
autoimmune diseases, We were organized as a Delaware corporation in 1986 under the name Protein
Design Labs, Inc. In 2006, we changed our name to PDL BioPharma, Inc. to better reflect our status
as a commercial biopharmaceutical enterprise,

Principles of Consolidation

The consolidated financial statements include the accounts of PDL BioPharma, Inc. and its wholly-
owned subsidiaries after elimination of inter-company accounts and transactions.

Reclassifications

Certain reclassifications of prior years’ amounts have been made to conform to the current year
presentation. In addition, we reclassified certain prior year charges from contra-revenues to other
acquisition-related charges for Refavase product returns that related to products sold by Centocor,
Inc. prior to our acquisition of the rights to the product in March 2005. In 2006, we reclassified such
amounts to be consistent with the accounting treatment for other similar charges incurred subsequent
to our acquisition of ESP Pharma in March 2005 that were associsted with pre-acquisition operations.
The impact of the reclassification increased product sales, net, and other acquisition-related charges
by approximately $0.9 million for the year ended December 31, 2005.

Management Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States requires the use of management’s estimates and assumptions that affect the
amounts reported in the financial statements and accompanying notes. Actua! results could differ
from those estimates.

Cash Equivalents, Restricted Cash, Marketable Securities and Cancentration of Credit Risk

We consider all highly liquid investments with maturities of three months or less at the date of
purchase to be cash equivalents. We place our cash, cash equivalents, marketable securities and
restricted cash and investments with high-credit-guality financial institutions and in securities of the
U.S. government, U.S. government agencies and U.S. corporations and, by policy, limit the amount of
credit exposure in any one financial instrument.
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Inventories

Inventories are stated at the lower of cost or market, with costs approximating the first-in, first-out
method. When the inventory carrying value exceeds the net realizable value, reserves are recorded for
the difference between the cost and the net realizable value. These reserves are determined based
on management's estimates. Inventories consis: of finished goods, work-in-process and raw materials
(including active pharmaceutical ingredients). As a result of the acquisitions of ESP Pharma and the
rights to the Retavase product in 2005 (see Notes 5 and 6), we acquired and recorded inventories at
their fair market values, which approximated the original cost of the inventory purchased from third-
party manufacturers.

Revenue Recognition

We currently recognize revenues resulting from product sales, from licensing and use of our technal-
ogy, from research and development (R&D) services and from other services we sometimes perform
in connection with the licensed technology unider the guidance of Staff Accounting Bulletin {SAB)
No. 104, “Revenue Recognition.” Royalty, licensing and other revenues are typically derived from our
proprietary patent portfolio covering the humanization of antibodies for use as drugs, in drug develop-
ment and production.

If we determine that separate elements exist in a revenue arrangement under Emerging Issues Task
Force (EITF) Issue No. 00-21, “Revenue Arrangements with Multiple Deliverables” (EITF 00-21), we
recognize revenue for delivered elements only when the fair values of undelivered elements are known,
when the associated earnings process is complete, when payment is reasonably assured and when our
customer confirms that we have met the requiremants under the terms of the agreement.

In the fourth quarter of 2005, we entered into inventory management arrangements with three major
pharmaceutical wholesalers that distribute more than 90 percent of our product sales for our three
major products (Cardene IV, IV Busulfex, and Retavase). Under these arrangements, we agreed to pay
the wholesalers a rebate in exchange for product distribution and inventory management services.
Such rebates are recorded as a reduction to product sales in the consolidated statemments of opera-
tions in accordance with EITF Issue No. 01-9, “Accounting for Consideration Given by a Vendor to a
Customer (Including a Reseller of the Vendor's Products)” (EITF 01-9),

Revenues, and their respective accounting treatment for financial reporting purposes, are as follows:

Praduct Sales

We recognize revenues from product sales when there is persuasive evidence that an arrangement
exists, title passes, the price is fixed and determinable, and collectibility is reasonably assured.
Product sales are recorded net of estimated allowances, discounts, sales returns, chargebacks and
rebates.

Royalties

Under most of our patent license agreements, we receive royalty payments based upon our licensees'
net sales of covered products. Generally, under these agreements we receive royalty reports from our
licensees approximately one quarter in arrears; that is, generally in the second eonth of the quarter
after the licensee has sold the royalty-bearing product. We recognize royalty revenues when we can
reliably estimate such amounts and collectibility is reasonably assured. Accordingly, we recognize
royalty revenues in the quarter reported to us a2y our licensees (i.e., generally royalty revenues are
recognized one quarter following the quarter in which sales by our licensees occurred).
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License, Collaboration and O1her Revenues

We include revenues recognized from upfront licensing and license maintenance fees, milestone
payments and reimbursement of development expenses in License, collaboration and other revenues
in our Consolidated Statements of Operations.

Uplfrent License and License Maintenance Fees

We generally recognize revenues from upfront fees when the agreement is signed, we have completed
the earnings process and we have no ongoing performance obligation with respect to the arrangement.
Revenues recognized from upfront fees typically relate to patent license and patent rights agreements.
Generally there are three types of i:ollaboration arrangements PDL enters Into under which we provide
access to our proprietary patent portfolio covering the humanization of antibodies.

» Under patent license agreements, the licensee typically obtains a non-exclusive license to one or
more of our patents. In this arrangement, the licensee is responsible for all of the development
work on its product. The licensee has the technical ability to perform the humanization of the
antibody it is developing using our patented technology, but needs to obtain a license from us to
avoid infringing our patents. We have no future performance obligations under these agreements.
Consideration that we receive for patent license agreements is recognized upon execution and
delivery of the patent license agreement and when payment is reasonably assured. If the agree-
ments require continuing invoivement in the form of development, manufacturing or other commer-
cialization efforts by us, we recognize revenues either (a) ratably over the development period if
development risk is significant, or (b) ratably over the manufacturing period or estimated product
useful life if development risk has been substantially eliminated.

« Under patent rights agreements, the licensee purchases a research patent license in exchange for
an upfront fee. In addition, the licensee has the right to obtain, in exchange for consideration sepa-
rate from the upfront fee, patent licenses for commercial purposes for a specified number of drug
targets to be designated by the licensee subsequent to execution of the agreement. The licensee
performs all of the research, and we have no further performance obligations with respect to the
research patent license and the grant of the right to obtain commercial patent licenses; therefore,
upon delivery of the patent rights agreement, the earnings process is complete, When a licensee
exercises its right to obtain patent licenses to certain designated drug targets for commercial
purposes, we recognize the related consideration as revenues upon the licensee's exercise of such
right, execution and delivery of the associated patent license agreement and when payment is
reasonably assured.

« Under our humanization agreements, the licensee typically pays an upfront fee for us to humanize
an antibody. These upfront fees are recognized as the humanization work is performed, which is
typically over three to six months, or upon acceptance of the humanized antibody by our licensee
if such acceptance clause exists in the agreement.

« Under patent license agreements and humanization agreements, we may also receive annual
license maintenance fees, payable at the election of the licensee to maintain the license in eftect.

We have no performance obligations with respect to such fees. Maintenance fees are recognized
as they are due and when payment is reasonably assured.
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Milestones

We enter into patent license and humanization agreements that may contain milestones related to
reaching particular stages in product development, We recognize revenues from milestones when we
have no further obligation with respect to the activities under the agreement with respect to that mile-
stone and when we have confirmed that the milestone has been achieved. Where we have conlinuing
involvement obtigations in the form of development, manufacturing or other commercialization efforts,
we recognize revenues from milestones either () ratably over the development period if development
risk is significant, or (b) ratably over the manufacturing period or estimated product useful life if devel-
opment risk has been substantially eliminated. Generally, there are three types of agreements under
which a customer would owe us a milestone pavment:

» Humanization agreements provide for the payment of certain milestones to us after the completion
of services to perform the humanization prozess. These milestones generally include delivery of a
humanized antibody meeting a certain binding affinity and, at the customer’s election, delivery of
a cell line meeting certain criteria described in the origina) agreement.

» Patent license agreements and humanization agreements sometimes require our licensees to make
milestone payments to us when they achieve: certain progress, such as FDA approval, with respect
to the licensee's product.

» We may also receive certain milestone payments in connection with licensing technology to or
from our licensees, such as product licenses. Under these agreements, our licensees may make
milestone payments to us when they or we achieve certain levels of development with respect to
the licensed technology.

R&D Services

Amounts received from our collaborators are recognized as revenue as the related services are
performed. In certain instances, our collaboration agreements involve a combination of upfront fees,
milestones and development costs where we are not able to establish fair value of all of the undeliv-
ered elements. In those cases, we recognize these upfront fees, milestones and reimbursements of
development costs as the services are performed.

Accounts Receivable, Sales Allowances and Rekate Accruals

Accounts receivable are recorded net of allowances for cash discounts for prompt payment, doubtful
accounts, chargebacks, wholesaler rebates and sales returns, Estimates for chargebacks and cash
discounts are based on contractual terms, historical utilization rates and expectations regarding future
utilization rates for these programs. Estimates “or wholesaler rebates are based on a certain percent-
age of sales per wholesaler contract terms. Estimates for product returns are based on an on-going
analysis of industry and historical return patterns, monitoring the feedback that we receive from our
sales force regarding customer use and satisfaction, reviewing channel inventory data available to us
and reviewing third-party data purchased in order to monitor the seli-through of our products. Further,
we monitor the activities and clinical trials of our key competitors to assess the potential impact
on our future sales and return expectations. We base our allowance for doubtful accounts on our
analysis of several factors, including contractual payment terms, historical payment patterns of our
customers and individual customer circumstances, an analysis of days sales outstanding by customer
and geographic region, and a review of the local economic environment and its potentiat impact on
government funding and reimbursement practices. if the financial condition of our customers or the
economic environment in which they operate were to deteriorate, resulting in an inability to make
payments, additional allowances may be requirzd.
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Accrued rebates include amounts due under Medicaid and other commercial contractual rebates.
Rebates are recorded in the same period that the related revenues are recognized resulting in a reduc-
tion of product sales revenues and the establishrment of a liability included in other accrued liabilities.
Accrued rebates are recorded based on contractual terms, historical utilization rates and expectations
regarding future utilization rates for these programs. Medicaid rebate accruals are evaluated based on
historical rebate payments by product as a percentage of historical sales, product pricing and current
contracts. Qur product returns allowance is calculated based on a percentage of total sales. Actual
results may differ from our estimates and could impact our earnings in any period in which an adjust-
ment is made.

Since our acquisitions of ESP Pharma and rights to the Retavase product, we have adjusted our allow-
ances for product returns, chargebacks and rebates based on more recent experience rates, and we
will likely be required to make adjustments to these allowances in the future as we continue to market
and promote these products for ourselves. In June 20086, based on product returns experienced in the
quarter, additional visibility into channel inventory levels and activity and enhancements made to our
estimation process, we changed our estimates for product sales returns to better reflect the projected
future tevel of returns. The effect of this change in estimate was to reduce product sales, net, in June
2006 by approximately $5.6 million, which increased net loss per basic and diluted share by approxi-
mately $0.05 for the year ended December 31, 2006. We continually monitor our allowances and
make adjustments when we believe actual experience may differ from our estimates.

Advertising and Promotional Expenses

We engage in promotional activities, which typically take the form of industry publications, journal
ads, exhibits, speaker programs, and other forms of media. In accordance with Statement of Position
{SoP) 93-7, “Reporting on Advertising Costs,” advertising and promotion expenditures are expensed
as incurred. These expenses for the years ended December 31, 2006, 2005 and 2004 were $19.5
million, $9.3 million and zero, respectively.

Shipping and Handling

We record costs related to shipping and handling of revenues in cest of product sales for all periods
presented.

Clinical Trial Expenses

We base our cost accruals for clinical trials on estimates of the services received and efforts expended
pursuant to contracts with numerous clinical trial centers and clinical research arganizations (CROs).
In the normal course of business, we contract with third parties to perform various clinical trial activi-
ties in the ongoing development of potential drugs. The financial ierms of these agreements vary from
contract to contract, are subject to negotiation and may result in uneven payment flows. Payments
under the contracts depend on factors such as the achievement of certain events, the successful
accrual of patients or the completion of portions of the clinical trial or similar conditions. The objective
of our accrual policy is to match the recording of expenses in our financial statements to the actual
services received and efforts expended. As such, we recognize direct expenses related to each patient
enralled in a clinical trial on an estimated cost-per-patient basis as services are performed. In addition
to considering information from our clinical operations group regarding the status of our clinical trials,
we rely on information from CROs, such as estimated costs per patient, to calculate our accrual for
direct clinical expenses at the end of each reporting period. For indirect expenses, which relate to site
and other administrative costs to manage our clinical trials, we rely on information provided by the
CRO, including costs incurred by the CRO as of a particular reporting date, to calculate our indirect
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clinical expenses. In the event of early termination of a clinical trial, we accrue an amount based on
our estimate of the remaining non-cancelable obligations associated with the winding down of the
clinical trial, which we confirm directly with thz CRO. Qur estimates and assumptions could differ
significantly from the amounts that we actually may incur.

Research and Develapment

Major components of research and development expenses consist of personnel costs, including salaries
and benefits, clinical development performed by us and contract research organizations, preclinical
work, pharmaceutical development, materials and supplies, payments related to work completed for
us by third-party research organizations and overhead allocations consisting of various administrative
and facilities related costs. All research and development costs are charged to expense as incurred.

Comprehensive Loss

Comprehensive loss is comprised of net loss and other comprehensive income (loss). Specifically, we
include in other comprehensive loss the changes in urwealized gains and losses on our holdings of
available-for-sale securities, which are excluded from our net loss. In 2006, other comprehensive loss
also included the liability that has not yet been recognized as net periodic benefit cost for our postre-
tirement benefit plan due to our adoption of Statement of Financial Accounting Standards (SFAS) No.
158, “Employers’ Accounting for Defined Benefit Pension and Other Postretirement Plans—an amend-
ment of FASB Statements No. 87, 88, 106, and 132(R)" (SFAS 158) during the fourth quarter of
2006. Our comprehensive loss for the years end2d December 31, 2006, 2005 and 2004 is reflected
in the Consolidated Statements of Stockholders® Equity.

Segment and Concentrations Disclasure

in accordance with SFAS No. 131, “Disclosure About Segments of an Enterprise and Related
Information,” we are required to report cperating segments and make related disclosures about our
products, services, geographic areas and major customers, Our chief operating decision-maker is
comprised of our executive management. Our chiet operating decision-maker reviews our operating
results and operating plans and makes resource aliocation decisions on a company-wide or aggregate
basis. Accordingly, we operate as one segment. Qur facilities are located primarily within the United
States.

Capitalized Software

Pursuant to SOP 98-1, we recognize costs incurred in the preliminary planning phase of soitware devel-
opment as expense as the costs are incurred. Software development costs incurred in the application
development phase are capitalized and are included in property and equipment. For the years ended
December 31, 2006, 2005 and 2004, we capi:alized software development costs of approximately
$6.3 million, $3.7 million and $1.3 million, respectively. Once the developed software is placed into
service, these costs are amortized into expense over the estimated useful life of the software.

Foreign Currency Translation

The U.S. dollar is the functional currency for oir French subsidiary, All foreign currency gains and
losses are included in interest and other income. net, in the accompanying Statements of Operations
and have not been material,
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Land, Property and Equipment

Land, property and equipment are stated at cost less accumulated depreciation and amortization,
Depreciation and amortization are computed using the straight-line method over the following esti-
mated useful lives:

Buildings and imprevements 15to 30 years
Leasehold improvements Sharter of asset {ife or ferm of lease
Laboratory and manufacturing equipment 7 years
Computer and office equipment Jyears
Furniture and fixtures 7 years

Capitalization of (nterest Cost

We capitalize a portion of our interest on borrowings in connection with the renovation of our existing
manufacturing facilities, the development and construction activities for our future headquarters in
Redwood City, California and the development costs underlying significant software development proj-
ects. Capitalized interest is added to the cost of the underlying assets and is amartized over the useful
lives of the assets. Of total interest cost incurred of $14.8 miltion, $14.1 million and $8.8 million
during the years ended December 31, 2006, 2005 and 2004, we capitalized interest of $1.7 million,
$3.9 miltion and $3.8 million, respectively. In addition, we capitalized $0.4 million in interest related
to payments for our Lab Buitding in Redwood City, California {(see Note 13 for further details).

Goodwill, Other Intangible Assets and Other Long-Lived Assets

In March 2005, we recorded goodwill in connection with our acquisition of ESP Pharma (see Note 5).
In accordance with SFAS No. 142, “Goodwill and Other Intangible Assets,” (SFAS 142), we do not
amortize goodwill. We test goodwill for impairment using a two-step process on an annual basis and
between annual tests under certain circumstances. Factors that are considered important when evalu-
ating whether impairment might exist include a significant adverse change in the business climate,
unanticipated competition, loss of key personnel, significant continued under-performance compared
to peers, or other factors specific to each asset or reporting unit being evatuated. Any changes in key
assumptions about the business and its prospects, or changes in market conditions or other exter-
nalities, could result in an impairment charge and such a charge could have a material effect on our
consolidated results of operations.

Other intangible assets consist of purchased core technology and product rights. In accardance with
SFAS 142, we are amortizing our intangible assets with definite lives over their estimated useful lives
and review them for impairment when events or changes in circumstances indicate that the carrying
amount of such assets may not be recoverable. We are amortizing the core technology, product rights
and licensed research technology assets on a siraight-line basis over their estimated useful lives,
10, four to 12 and five years, respectively. Amortization of intangible assets is included primarily
in research and development expenses and cost of product sales in the Consolidated Statement of
Operations.

In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets,”
(SFAS 144), we identify and record impairment losses, as circumstances dictate, on long-lived assets
used in operations when events and circumstances indicate that the assets might be impaired and the
discounted cash flows estimated to be generated by those assets are less than the carrying amounts
of those assets. In 2006, 2005 and 2004, we recorded asset impairment charges of $74.7 million,
$31.3 million and zero, respectively.
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Postretirement Benefits

We spansor a postretirement health care plan to sffer medical benefits to certain of our former officers
and their dependents. As of December 31, 2003, we adopted SFAS 158.

Recent Accounting Pronauncement

In July 2006, the Financial Accounting Standards Board (FASB) issued Interpretation No. 48,
“Accounting for Uncertainty in Income Taxes,” which is effective for fiscal years beginning after
December 15, 2006. The interpretation prescribes a recognition threshold and measurement attri-
bute for the tinancial statement recognition and measurement of a tax position taken or expected to
be taken in a tax return. The interpretation alsy provides guidance on derecognition, classificatian,
interest and penalties, accounting for intcrim pcriods, disclosure and transition. We will adopt the
interpretation on January 1, 2007 and we do nol believe the interpretation will have a material impact
on our financial position and results of operatiors.

2. STOCK-BASED COMPENSATION

Etfective Januvary 1, 2006, we adopted SFAS No. 123, "Share-Based Payment (Revised 2004)"
(SFAS 123(R)), which supersedes our previous accounting under Accounting Principles Board Opinion
No. 25, “Accounting for Stock Issued to Emplayees” (APB 25), and related interpretations. SFAS
123{(R) requires the recognition of compensation expense, using a fair-value based method, for costs
related to all share-based awards including stock options and stock issued to our employees and direc-
tors under our stock plans. It requires companies to estimate the fair value of share-based awards on
the date of grant using an option-pricing model. The value of the portion of the award that is ultimately
expected to vest is recognized as expense on a straight-line basis over the requisite service periods in
our Condensed Consolidated Statements of Ope:ations.

In November 2005, the FASB issued FASB Staff Position No, 123R-3, “Transition Election Related
to Accounting for the Tax Effects of Share-Based Payment Awards.” We have adopted the simplified
method to calculate the beginning balance of th2 additional paid-in-capital (APIC) pool of the excess
tax benefit and to determine the subsequent effect on the APIC poo! and Consolidated Statements of
Cash Flows of the tax effects of employee stock-based compensation awards that were outstanding
upon our adoption of FAS 123(R).

We account for stock options granted to persons other than employees or directors at fair value using
the Black-Scholes option-pricing model in acccrdance with EITF issue No. 96-18, “Accounting for
Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in Conjunction with
Selling, Goods or Services.” Stock options granted to such persons and steck options that are modified
and continue to vest when an employee has a change in employment status are subject to periodic
revaluation over their vesting terms. We recognize the resulting stock-based compensation expense
during the service period over which the non-2mployee provides services to us. The stock-based
compensation expense related to non-employees for the years ended December 31, 2006, 2005 and
2004 was $0.3 million, $0.3 million and $1.2 million, respectively,

Stock-Based Incentive Plans

We have four active stock-based incentive plans under which we may grant stock-based awards to our
employees, officers, directors and consultants, The total number of shares of common stock autho-
rized for issvance, shares of common stock issued upon exercise of options or as restricted stock that
have vested and are no longer subject to forfeiture, subject to outstanding awards and available for
grant under each of these plans as of December 31, 2006 is set forth in the table below:
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Total Shares o

Common Stock Total Shares of
Total Shares of Total Shares of Subject to Common Stock
Common Stock Comman Stock  Outstanding  Available for

Authorized Issued Awards Giant
1993 Stock Option Pian 9,558,694 2,361,338 5,168,947 2,037,908
1999 Nanstatutory Stock Option Plan 11,000,000 3,450,565 6,459,037 1,090.398
2002 Qutside Directors Stack Option Ptan 480,000 40,000 233,500 206,500
2005 Equity Incentive Plan 2,300,000 25,800 1,724 263¢) 549937
1991 Nonstatutory Stock Option Plan(2) 14,131,306 13,267,312 863,994(3) -

{1} (ncludas 136,900 restricted shares of our common stock that had not vesled and were subject to forfeiture as of December 31, 2006.

(2) This plan expired in 2001 and we no tonger may grant awards under this plan,

(3) These shares of common stock are subject to oplinns that were granted before the 1991 Nonstatutory Stock Option Plan expired. Al of the
shares subject to these aptions are vested. Shares subject to options that are cancelled or expire without being exercised will automatically
be added to the number of shares of common stock authorized for issuance under cur 1999 Stock Option Plan.

Under our 2005 Equity Incentive Plan, we are authorized to issue a variety of incentive awards,
including stock options, stock appreciation rights, restricted stock unit awards, performance share
and performance unit awards, deferred compensation awards and other stock-based or cash-based
awards. Under our 1999 Stock Option Plan, 1999 Nonstatutory Stock Option Plan and 2002 Qutside
Directors Stock Option Plan, we are only authorized to issue stock options.

Our 2002 Outside Directors Stock Option Plan provides for the automatic grant of stock options to
outside directors upon appointment and annually after our annual meeting of stockholders. Stock
options granted under our 2002 Outside Directors Stock Option Plan generally vest monthly over one
year after the date of grant.

Stock options granted to employees under our plans in connection with the start of employment
customarily vest over four years with 25% of the shares subject to such an option vesting on the first
anniversary of the grant date and the remainder of the stock option vesting monthly after the first
anniversary at a rate of one thirty-sixth of the remaining nonvested shares subject to the stock option.
Stock oplions granted to emptoyees as additional incentive and for performance reasons after the start
of employment customarily vest monthly after the grant date or such other vesting start date set by
the company on the grant date at a rate of one forty-eighth of the shares subject to the option. Each
outstanding stock option granted prior to mig-July 2005 has a term of 10 years. Stock options granted
after mid-July 2005 have a term of seven years,

Employee Stock Purchase Pian

In addition to the stock-based incentive plans described above, we adopted the 1993 Employee
Stock Purchase Plan {(ESPP), which is intended to qualify as an “employee stock purchase plan”
under Section 423 of the Internal Revenue Code of 1986, as amended. Full-time employees who
own less than 5% of our cutstanding shares of common stock are eligible to cantribute a percentage
of their base salary, subject to certain limitations, over the course of six-month offering periods for
the purchase of shares of common stock. The purchase price for shares of common stock purchased
under our ESPP equals 85% of the fair market value of a share of common stock at the beginning or
end of the relevant six-month offering period, whichever is lower. Of the 2,400,000 shares authorized
for issuance under our ESPP, as of December 31, 2006, 2,071,494 have been issued and 328,506
remain available for tuture issuance. The slock-based compensation expense in connection with our
ESPP for the year ended December 31, 2006 was $1.6 million.

page 62




Common Stock Reserved lor Future Issuance
Shares of our common stock reserved for future issuance at December 31, 2006 were as follows:

(in thousands)

All stock option and equily incentive plans 18,334
Employee stock purchase plan 329
Convertible debt 22910
Total 41633

Prior to the Adoption of SFAS 123(R)

Prior to the adoption of SFAS 123(R), we accovnted for stock-based awards under the intrinsic value
method, which followed the recognition and measurement principles of APB 25 and related inter-
pretations. Accordingly, we did not recognize compensation expense in our Condensed Consolidated
Statements of Qperations with respect to options awarded to our employees and directors with exer-
cise prices greater than or equal to the fair vetue of the underlying common stock on the date of
grant, However, we did recognize compensation expense in our Condensed Consolidated Statements
of Operations with respect to the modification ¢f certain employee stock option awards and the issu-
ance of restricted stock to certain employees,

The table below illustrates the elfect on net loss and net loss per share if we had applied the fair value
recognition provisions of SFAS No. 123, “Accounting for Stock-Based Compensation,” (SFAS 123) as
amended by SFAS No. 148, “Accounting for Steck-Based Compensation - Transition and Disclosures,”
to our stock-based compensation plans prior to the adoption of SFAS 123(R). For purposes of this pro
forma disclosure, the vafue of the oplions was estimated using the Black-Scholes oplion-pricing model,
Disclosures for the year ended December 31, 2006 are not presented in the table below because
stock-based compensation to employees and directors were accounted for under SFAS 123(R) effec-
tive January 1, 2006 and recognized in our Consolidated Statements of Operations.

Year Ended December 31,

(In thousands, except per share data) 2005 2004
Net loss, as reported $ (166,577) § (53,241}
Add: Total stock-based employee compensation expense inciL ded in net loss, net of taxes 640 411
Deduct: Total stock-based employes campensation expense determined under fair value

hased method for 2ll awards, net of taxes (20.472) (19594
Pro forma net lass $ (186,409) $ (72424}
Basic and diluted net loss per share:

As reported $ U6y §  (056)

Pro forma $ 01§ (076

Adaption of SFAS 123(R)

We catculated stock-based compensation expense recognized in 2006 under SFAS 123(R) based on
the number of awards ultimately expected to ves:, net of estimated forfeitures. SFAS 123(R) requires
us o estimate forfeiture rates at the time of grant and revise such rates, if necessary, in subsequent
periods it actual forfeitures differ from those estimates. We adopted SFAS 123(R) using the modified
prospective application transition method, which requires that we recognize compensation expense
in our consolidated financial statements for all awards granted to employees and directors after the
date of adoption as well as for existing awards fur which the requisite service has not been rendered
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as of the date of adoption. The modified prospective transition method does not require restatement
of prior periods to reflect the impact of SFAS 123(R). Upon adopting SFAS 123(R), we changed
from the multiple-option approach to the single-option approach to value stock-based awards with a
measurement date on or subsequent ta January 1, 2006. In addition, we are amortizing the fair value
of these awards using the straight-line attribution method. We believe that the single-option approach
with straight-line atiribution better reflects the level of service to be provided over the vesting period
of our awards. We continue to expense the nonvested awards granted prior to January 1, 2006 under
the multipte-option approach with graded-vesting attribution. In addition, in connection with the adop-
tion of SFAS 123(R), we eliminated the remaining balance of the deferred stock-based compensation
against APIC,

Ouring the year ended December 31, 2006, we capitalized stock-based compensation costs of approx-
imately $75,000 under SFAS 123(R) in inventory. Since substantially all of the products sold in 2006
were manufactured prior to January 1, 2006, when we did not capitalize stock-based compensation
expense in inventory, we did not recognize any stock-based compensation expense as a component
of cost of product sales in 2006. However, we will recognize the related expenses in cost of product
sales in the pericd the related inventories are sold.

Stock-based compensation expense recognized under SFAS 123(R) for emplayees and directors was
as follows:

Year Ended

December 31,

{in thousands, except per share amounts) 2006

Research and devefopment $ 13,509

Selling, general and zdministrative 9,801

Total stock-based compensation expense 23,310

Tax benefit related to stock-based compensation expense -

Met effecl on net loss $ 23310

Effect on net loss per basic and dituted share $ {0.21)
Valuation Assumptions

The stock-based compensation expense recognized under SFAS 123(R) for the year ended December
31, 2006 and presented in the pro forma disclosure required under SFAS 123 for the years ended
December 31, 2005 and 2004 was determined using the Black-Scholes option valuation model.
Option valuation models require the input of subjective assumptions and these assumptions can vary
over lime. The weighted-average assumptions used were as follows:

Year Ended December 31,
2006 2005 2004
Stock Option Plans
Expected life, in years 40 31 24
Risk-ree interest rate 50% 7% 26%
Volatility 41% 63% 84%
PDividend yield - - -
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Year Ended December 31

2006 2005 2004
Employee Stock Purchase Plan
Expected life, in years 0.5 0.5 0.5
Risk-free interest rate 4.8% 34% 1.6%
Yolatility 43% 42% 62%

Dividend yield - - -

Qur expected term represents the period that we expect our stock-based awards to be outstanding,
which we determined based on historical expesience of similar awards, the contractual terms of the
stock-based awards, vesting schedules and expactations of future optionee bahavior as influenced by
changes to the terms of stock-based awards. We base expected volatility on both the historical vola-
tility of our common stock and imptied volatility derived from the market prices of traded options of
our common stock. We base the risk-free interest rate on the implied yield available on U.S. Treasury
zero-coupon issues with a remaining term equal to the expected term of our options at the time of
grant. We have not issued any dividends and dc not anticipate paying any cash dividends in the fore-
seeable future. We therefore have assumed a cividend yield of zero for purposes of these fair value
estimations.

Stock Option Activity

A summary of our stock option activity for the years ended December 31, 2006, 2005 and 2004 is
presented below.

2006 2005 2004

Weighted Weighted Weighted
Average Average Average
Exercise Exercise Exercise
(In thausands, except per share data) Shares Price Shares Price Shares Price
OQutstanding at beginning of year 14342 ¢ 1789 15215 $ 1636 14537 § 1569
Granted 3,131 19.15 3,882 20.17 3357 17.59
Exercised (2,205) 13.23 {3,260) 11.22 {1,807) 8.69
Forfeited _{1,560) 2073 (1499 22.96 _(882) 25.73
Qutstanding at end of year Ja313 1879 14342 1789 15215 16.36

Exercisable at end of year 8301 1820 _8041 3

Weighted-average grant-date fair value of

options granted during the year $ 8.28 $ 898 $ 693
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Quistanding Exercisable

Weighted-

Average  Weightled- Weighted-

Remaining Average  Aggregate Average  Aggregate

Number Contractual Exercise Intrinsic Number Exercise Intrinsic

Qutsianding  Life (years} Price Yalue  Exercisable Price Value

(In thousands, except per share data and remaining contractual life data)

$ 425-% 830 1,599 498 % 115 1566 § 721
$ 839-% 1525 2,393 6.08 13.15 1,842 1275
$ 1535-% 16.82 666 801 16.45 284 16.41
$ 1686-% 1713 1,81 6.66 1712 223 17.08
$ 1709-% 1890 1,617 6.70 18.19 859 18.42
$ 1891-% 2101 2,005 587 20.20 11N 20.59
$ 2102-8 242t 1,440 5.66 21.86 574 2195
$ -8 218 1,459 490 217 1,211 2225
$ 2790-3% 52.44 1,238 5.23 32.82 596 35.83
$ 56.84 _ 2 380 56.84 _ 2% 56.84

Totals 14313 592 % 1879 $ 58836 8301 § 1820 § 41957

Aggregate intrinsic value in the table above represents the total pre-tax intrinsic value, based on
the closing prices of our common stock of $20.14 on December 29, 2006, which would have been
received by the option holders had all option holders exercised their options as of that date. Total
unrecognized compensation cost related to nonvested stock oplions outstanding as of December 31,
2006 was $41.1 million, excluding forfeitures, which we expect to recognize over a weighted-average
period of 2.8 years.

Additional information regarding our options exercised is set forth below:

Year Ended
{in thousands) December 3], 2006
Cash received $ 29,182
Aggregate intrinsic value $ 28489
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Restrictad Stock

A summary of our restricted stock activity for the year ended December 31, 2006 is presented
below:

Weighted

average

grant-date

Number of tair value

{In. thousands, except per share data) shares per share
Naovested at December 38, 2005 103,200 § 2188
Awards granted 59500 $ 1909
Awards vested i25800) $ (21.88)
Honvested at December 31, 2006 136900 $ 2067

Stock-based compensation expense related fo our restricted stock for the year ended December
31, 2006 was $0.7 million. Total unrecognized compensation cost related to nonvested restricted
stock outstanding as of December 31, 2006 was $2.4 million, which we expect to recognize over a
weighted-average period of 2.9 years. A lotal of 25,800 shares of restricted stock vested during the
year ended December 31, 2006.

3. COLLABUORATIVE AND LICENSING ARRANGEMENTS

Biogen Idec MA Inc. In September 2005, we entizred into a collaboration agreement with Biogen Idec
MA Inc. {Biogen Idec) for the joint development, manufacture and commercialization of three antibod-
ies. The agreement provides for shared development and commercialization of daclizumab in MS and
indications other than transplant and respiratory diseases, and for shared development and commer-
cialization of volociximab (M200) and Hu2AF (fontolizumab) in all indications,

We received an upfront license fee payment of $40.0 million, and, pursuant to a refated stock purchase
agreement, Biogen Idec purchased approximately 4.1 million shares of our common stock at $24.637
per share, which represented the then fair marke!, value of the stock, for approximatety $100.0 million
in cash. These shares were subject to a lock-up period, half for six months and the remainder for ane
year from the closing date. Biogen Idec also agreed to a standstill period of one year during which it
was restricted from acquiring, or soliciting other parties to acquire, our voting securities.

We and Biogen Idec share equally the costs of all development activities and all operating profits from
each collaheration product within the United States and Europe. The companies share the develop-
meni, manufacturing and commercialization plans for collaboration products and intend to divide
impiementation responsibilities to leverage each company's capabitities and expertise. We are eligible
to receive development and commercialization milestones based on the further successful devetop-
ment of the antibodies covered by the collaboration agreement. Each party will have co-promotion
rights in the United States and Europe. Outside the United States and Europe, Biogen ldec will
fund all incrementat development and commercialization cos!s and pay a royaity 1o us on sales ot
collaboration products. If multiple products are developed successfully in mulliple indications and
all milestones are achieved, PDL could receive cestain development and commercialization milestone
payments totaling up 1o $660 million, Of these, $560 million are related to development and $100
million are related 10 commercialization of collaboration products.
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We determined that all elements under the collaboration agreement should be accounted for as a
single unit of accounting under EITF 00-21, “Multiple Element Arrangements.” As we have continu-
ing obligations under the collaboration agreement, and as significant development risk remains, we
recorded the $40.0 million upfront license fee as deferred revenue and we are recognizing this amount
over development periods of the three antibodies, ranging from five to nine years. During the years
ended December 31, 2006 and 2005, we recognized revenues of approximately $27.2 million and
$11.4 million, respectively, under the Biogen Idec arrangement.

Roche. Effective October 2003, we entered into an Amended and Restated Worldwide Agreement
{the 2003 Worldwide Agreement} with Hoffmann-La Roche Inc. and F. Hoffmann-La Roche Ltd.
(together, Roche) under which we paid $80 million to Roche for the acquisition of exclusive rights
to daclizumab in all indications other than transplant indications and an option to acquire Roche's
rights to daclizumab in transplant indications (the reversion option}. Of the $80 million that we paid
to Roche, we recorded a charge o acquired in-process research and development totaling approxi-
mately $48.2 million, representing technology that had not yet reached technological feasibility and
that had no known future alternative uses. In particular, this amount related to the rights to autoim-
mune indications for daclizumab that we were developing and testing in clinical studies at that time,
specifically to treat asthma and ulcerative colitis. We capitalized the remaining amount of $31.8
million, $16.0 mitlian of which related to the daclizumab core technology, and $15.8 million of which
related to the reversion option. We are amortizing the value of the core technology over the term of the
patents underlying the acquired technology, and in the fourth quarter of 2005, we wrote off the entire
remaining value of the reversion option in connection with our entrance into the Second Amended and
Restated Worldwide Agreement with Roche in October 2005 because we agreed to not exercise the
reversion option (see below).

in September 2004, we entered into a Co-Development and Commercialization Agreement with Roche
for the joint development and commercialization of daclizumab for the treatment of asthma and other
respiratory diseases {the Asthma Collabaration).

In October 2005, we and Roche entered into the Second Amended and Restated Worldwide Agreement
(the 2005 Worldwide Agreement), which amended and restated the 2003 Worldwide Agreement,
Pursuant to the 2005 Worldwide Agreement, we acquired all of Roche's remaining rights to dacli-
zumab subject to Roche's exclusive right to continue to commercialize daclizumab under the trade-
mark Zenapax® for the prevention of acute organ rejection in patients undergoing kidney transplants.
In consideration, we agreed that we would not exercise the reversion option under the 2003 Worldwide
Agreement to promote Zenapax for the prevention of acute kidney transplant rejection. As a result,
during the fourth quarter of 2005, we recorded an asset impairment charge of $15.8 miflion to write
off the carrying value of the reversion option asset. The 2005 Worldwide Agreement also provided that
Roche will only be obligated to pay us royalties on sales of Zenapax antibody above a threshold level,
which we do not expect to be reached based on our current expectations. As a result, we do not expect
to receive royalties from Roche under the 2005 Worldwide Agreement.

Also in October 2005, we and Roche also entered into the Amended and Restated Co-Development
and Commercialization Agreement (the Roche Co-Development Agreement), which broadened the
scope of the Asthma Collaboration to include the joinm development and commercialization of dacli-
zumab for transplant indications, with an emphasis on transplant maintenance.

In August 20086, Roche elected to discontinue its involvement in the Asthma Collaboration under the
Roche Co-Development Agreement. On that date, as we had no further obligations to Roche under
this arrangement, we recognized approximately $18.8 million in deferred license, collaboration and
other revenues related o unearned amounts that we had received from Roche specifically related to
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the Asthma Collaboration. In November 2006, we earned and received from Roche a final $5.0 million
milestone payment under the Asthma Collaboration, which we recognized as license, collaboration and
other revenues in the fourth quarter of 2006. Had the Asthma Collaboration not been discontinued,
the $18.8 million of deferred revenues and the $5 mitlion milestone payment would have otherwise
been deferred to and recegnized in future periods.

In November 2006, Roche also notified us that it had elected to terminate the Roche Co-Development
Agreement under which we were also co-developing daclizumab for transplant indications, with an
emphasis on transplant maintenance (fhe Transplant Collaboration}. As a result of the termination
of the Asthma Collaboration and the terminaticn of the Roche Co-Development Agreement, we will
not receive any further milestone payments re'ated to the Asthma Collaboration or the Transplant
Collaboration, however, we wili continue to recognize unearned amounts under the Transplant
Coliaboration through the date of the terminatinn of the Roche Co-Development Agreement in May
2007. During the fourth quarter of 2006, we recognized approximately $1.7 million in previously
deferred revenues that would have otherwise bez2n deferred to future periads had the termination not
occurred.

During 2006, 2005 and 2004, we recognized $31.7 million, $8.6 million and $3.7 million, respec-
tively, under these arrangements with Roche.

Genentech, Inc. In September 1998, we entered into an agreement with Genentech, Inc. (Genentech)
covering patent rights under our humanization patents and under Genentech’s patents retating to
antibody engineering. Each company can obtain up to six licenses for humanized antibodies upon
payment of an additional fee of at least $1.0 million per antibody, as well as royalties on any product
sales. The number of licensed antibodies may be increased and the term of the agreement extended
upon payment of additional fees. In September 2003, Genentech and we mutually agreed to extend
the master agreement for an additional 5-year term ending December 2008. Under this agree-
ment, we currently receive royalties from the sale of Herceptin, Avastin, Xolair, Raptiva and Lucentis
antibodies.

4, NET LOSS PER SHARE

In accordance with FASB Statement No. 128, “Earnings Per Share,” basic net loss per share amount
is computed using the weighted-average number of shares of common stock outstanding during the
periods presented, while diluted net loss per shirre is computed using the sum of the weighted-aver-
age number of common and common equivalent shares outstanding. Common equivalent shares used
in the computation of diluted earnings per share result from the assumed exercise of stock options,
the issuance of restricted stock and the assumed purchase of common shares under ESPP using the
treasury stock method, as well as the assumed release of shares in escrow from the ESP Pharma
acquisition and the conversion of convertible notes using the if-converted method. For all periods
presented, we incurred a net loss, and as such, we did not include the effect of outstanding stock
optians, outstanding share.s in escrow, outstanding restricted stock, or cutstanding convertible notes
in the diluted net toss per share calculations, as their effect would have been anti-dilutive,
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The following table summarizes the number of common equivalent shares excluded from the calcula-
tion of diluted net loss per share reported in the statement of operations and exctuded from the table
presented in the Stock-Based Compensation section in Note 1 above, as their effect would have been
anti-dilutive:

Years Ended Decembes 31,
{In thousands) 2008 2005 2004
Stock options 14,283 15,376 14,841
Common stock in escrow 853 1,608 -
Restricted stock 120 49 -
ESPP 69 42 41
Convertible notes 22970 21,640 12,415
Total 38,395 33,715 27291

5. ESP PHARMA ACQUISITION AND SUBSEQUENT DIVESTITURE OF OFF-PATENT PRODUCTS

In March 2005, we completed the acquisition of all of the outstanding stock of ESP Pharma. We
acquired ESP Pharma consistent with our business strategy of becoming a commercial enterprise
that derives the majority of its revenues from sales of proprietary products. The ESP Pharma acqui-
sition was accounted for as a business combination in accordance with SFAS No. 141, “Business
Combinations” (SFAS 141). In addition to the issuance of 7,330,182 shares of PDL common stock
and cash payment of $325.0 mitlion to ESP Pharma stockholders. we deposited 2,523,588 shares of
common stock into an escrow account to be held for a period of between six months and one year from
the date of the close of the acquisition, pursuant to the terms of an Escrow Agreement entered into in
connection with the Amended and Restated Agreement and Plan of Merger. The value associated with
these shares will be accounted for in the future as contingent consideration. We also incurred direct
transaction costs of $5.4 million.

During the second quarter of 2006, we reached a settlement with the IRS regarding certain pre-
acquisition tax issues of ESP Pharma for the tax year ended December 31, 2003 and during the
third quarter of 2006, certain contingent tax liabilities lapsed for the tax year ended December 31,
2002. Accordingly, we reduced certain recorded tax liabilities and the associated amounts allocated
to goodwill by $0.2 million in the second quarter ended June 30, 2006 and by $0.4 million in the
third quarter ended September 30, 2006.

Pursuant to the terms of the Escrow Agreement governing the escrow account. 1,260,842, 350,735
and 50,673 shares of common stock held in escrow were released from escrow to the ESP Pharma
stockholders in September 2005, March 2006 and Apri} 2006, respectively. In connection with these
releases, we increased goodwill by $35.3 million, $11.2 miflion and $1.5 million, representing the fair
value of the shares released on the release dates. in addition, a total of 952 shares were removed from
the escrow account and cancelled in 2005 due to ESP Pharma's breaches of certain representations
and warranties under the Amended and Restated Agreement and Plan of Merger.

In July 2006, we filed a demand for arbitration with judicial Arbitration and Mediation Services to
resolve the disputed claims against the remaining 860,386 shares of common stock in escrow. In
September 2006, the ESP Pharma stockholders responded to our demand for arbitration denying all
of our claims. An arbitrator has been chosen in this matter and the initial arbitration session is sched-
uled to occur on Jure 18, 2007.
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In January 2007, we released our claim with respect to 18,842 shares held in escrow, because certain
liabilities underlying the original claims had lapsed, and these shares were released to the ESP Pharma
stockholders, We believe all current claims against the remaining 841,544 shares are valid and we will
vigorously assert our claims against these shares. in the arbitration proceeding; however, we cannot be
certain of the outcome at this time.

The net book value of acquired assets and liabilities, which approximated fair vatue as of March 23,
2005, was as follows {In thousands):

Assets:

Cash and cash equivalents $ 2442
ventories 4,612
Other current assets 1,904
Fized assets 08
Total assets 9,166
Liabilities:

Accounts payable 1,836
Accrued compensation 1,803
Accrued royaities 5432
Accrued sales rebates 4817
Other current liabilities 10,518
Total liabilities 24,406
Net book value of acquired assets and liabilities $ (14640)

We allocated the revised purchase price as follows:

Net liabilities $ (14,640
Goodwill 31,262
intangible assets 335,200
Acguired in-process research and developmeni 79417
Total purchase piice § 435239

The $339.2 million value assigned to the intangible assets related to product rights for the six prod-
ucts—Cardene IV, IV Busuifex, Declomycin, Sectral, Tenex and Ismo products—rights to which we
acquired. During 2005, we concluded that the carrying emount of the product rights for the off-patent
products, consisting of Declomycin, Sectral, Tenex and Isma, was impaired as the estimated fair value
of these product rights was less than the net carrying value, Accordingly, we recorded an impairment
charge in 2005 to reduce the carrying value of these product rights to the fair value. During 2005, we
also classified these product rights and the related inventory as held for sale and ceased the amortiza-
tion of these product rights in accordance with SFAS 144. tn addition, we wrote down inventory by
$1.1 million refated to the off-patent product inventory on hand as of December 31, 2005 based on
its expected realizable amount, We completed the sale of these products in the first quarter of 2006.
We are amortizing the value assigned to the remaining two products, Cardene IV and IV Busulfex,
over 10 and 12 years, or a weighted-average period of 10.4 years, the estimated useful lives of these
assets, respectively,

We entered into an agreement regarding the sale of rights 10 the Declomycin product with Glades
Pharmaceuticals, LLC (Glades} in December 2CG05. The transfer of rights to the Declomycin product
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to Glades for total cash proceeds of $8.3 million was completed in February 2006, We sold the rights
to the Sectral, Tenex and Ismo products to Dr. Reddy’s Laboratories Limited for total cash proceeds
of $2.7 million in March 2006. During the first quarter of 2006, we paid $4.1 million to Wyeth and
obtained the consent from Wyeth necessary to transfer ali rights to the Declomycin product to Glades
and all rights to our other three off-patent products to Or. Reddy's Laboratories. The total expense
recognized related to these two transactions aggregated to $4.1 million and was recorded in selling,
general and administrative expense in our Condensed Consolidated Statements of Operations during
the first quarter of 2006.

As we did not identify any pre-acquisition contingencies on the acquisition date, under SFAS 141,
charges incurred subsequent to our acquisition of ESP Pharma that are associated with pre-acqui-
sition operations are included in QOther acquisition-related charges in the Condensed Consolidated
Statements of Operations. As such charges directly relate to ESP Pharma operations prior to our
acquisition of the business, we recognize them as operating expenses rather than as a reduction to
current period product sales,

As part of the allocation of the purchase price for ESP Pharma, we allocated $79.4 million to acquired
in-process research and development retated to ESP Pharma's clinical stage research and develop-
ment programs that had not yet reached technological feasibility and had no alternative future use as
of the acquisition date. A summary of these programs follows:

Pregram Dascription Value
(In thousands)
Terlipressin A synthetic 12 amino acid peptide derived from the naturally occurring
lysine-vasopressin for type 1 hepatosenal syndrome (HRS) $ 23765
Ularitide A synthetic form of the natriuretic peptide for the treatment of acute
decompensated heart failure 55,652
$ 79417

Prior 10 December 2006, we were party to a collaboration agreement with Orphan Therapeutics,
LLC {Orphan Therapeutics), the halder of the Investigational New Drug application for terlipressin,
pursuant to which we held exclusive marketing, sales and distribution rights to terlipressin. In August
2006, we announced that the Phase 3 trial of terlipressin in patients with type 1 HRS did not meet
its primary endpoint. Following a meeting among representatives of FDA, Orphan Therapeutics and us
regarding the outcome of the Phase 3 trial of terlipressin, we and Orphan mutually agreed to terminate
the agreement under which we held exclusive marketing, sales and distribution rights to terlipressin
effective December 16, 2006 and the rights we previously held under this collaboration agreement
reverted back to Orphan at that time.

We compteted the Scientific Advice procedure with the European Medicines Agency (EMEA} to define
the Phase 3 trial requirements for ularitide and have been planning to initiate a twe-study, 3,300-
patient Phase 3 trial in Europe. As we have been planning for the initiation of these trials, we also
have been conducting discussions with potential partners for the ularitide program. Based on our
partnering discussions, we believe potential partners want to have active involvement in the registra-
tion process. As a result, we decided to delay the start of the planned European trials until we have
partnered the ularitide program to better ensure the successful development of ularitide. Separately,
we plan to start a U.S.-based Phase 1 dose-ranging study to define dose-limiting toxicity that the FDA
asked us to conduct.
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6. RETAVASE® PRODUCT ACQUISITION

On March 23, 2005, immediately after our acquisition of £SP Pharma, we completed the acquisition
of rights to manufacture, develop, market and distribute Retavase product in the United States and
Canada. The aggregate purchase price was approximately $110.5 million, including the cash paid to
Centocor of $110.0 million and $0.5 million of transaction costs. As we did not acquire any employ-
ees, and therefore the acquisition lacked the necessary inputs, processes and outputs to constitute a
business, we have accounted for the Retavase product acquisition as an acquisition of assets rather
than as a business combination in accordance with EITF Jssue No. 98-3, “Determining Whether a
Nonmonetary Transaction involves Receipt of Productive Assets or of a Business." Retavase product
sales are included in our results of operations from the date of the re-launch of the product in April
2005,

The following table summarizes the purchase price allocation of Retavase product assets on March
23, 2005;

(In thousands)

Tangible assets $ 16500
Intangible assets 93,500
Transactipn costs 500
Total purchase price $ 110,500

Under the March 2005 agreement witir Centoccr for the purchase of the rights to the Retavase prod-
uct, in addition to the $110.0 million paid upon the execution of the agreement, we agreed to pay up to
$45.0 million in milestone payments to Centocor upon the occurrence of certain future events. Of the
$45.0 million in potential milestone payments, a total of $30.0 million will be recorded as additional
purchase price if and when payable to Centocor. The remaining $15.0 million in milestone payments
will be recognized as research and developmeni: expense, if and when due and payable to Centocor.
During September 2006, Centocor met the firs: milestone under the terms of the agreement, which
tripgered a $15.0 million paymeni due to them. Accordingly, in September 2006, we recorded addi-
tional intangible assets of $15.0 million as Retavase product rights.

During the third quarter of 2006, we recognized a $1.5 mitlion impairment charge for our product
rights related to the distribution of Retavase product in certain territories . This amount represented
the difference between the carrying value of the asset and the present value of estimated future cash
flows as of September 30, 2006 under SFAS 144. After recognizing the impairment charge, the book
value of this intangible asset as of September 3C, 2006 was approximately $0.2 million and remained
unchanged at December 31, 2006.

During the fourth quarter of 2006, we recognized additional impairment charge of $72.1 million to
reduce the carrying value of our Retavase prodixt rights to $12.9 million, representing the present
value of its estimated future cash flows as of December 31, 2006.

The remaining carrying value of these intangible assets of $13.1 million as of December 31, 2006 is
being amortized over periods between two to six and a half years, or a weighted-average period of 6.2
years, the estimated useful lives of these assets as of December 31, 2006.
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7. MARKETABLE SECURITIES AND RESTRICTED INVESTMENTS

We invest our excess cash balances primarily in short-term and long-term marketable debt securities.
These securities are classified as available-for-sale. Available-for-sale securities are carried at esti-
mated fair value, with unrealized gains and losses reported in accumulated other comprehensive loss
in stockholders' equity. The amortized cost of debt securities is adjusted for amortization of premiums
and discounts to maturity. Such amortization is included in interest income. The cost of securities sold
is based on the specific identification methad, when applicable.

To date, we have not experienced credit losses on investments in these instruments. During 2006, we
recorded $18.3 million as non-current restricled cash related to the lease of our future headquarters
in Redwood City, California. Of this amount, $15.0 million supports a letter of credit from which our
landlord can draw it we do not fulfill our obligations with respect to the construction of our leasehold
improvemnents, and the remaining $3.3 million supports letters of credit serving as a security deposit.
We did not have any restricted cash as of December 31, 2005.

The foltowing is a summary of our marketable debt securities. Estimated fair value is based upon
quoted market prices for these or similar instruments.

Markesable Cebt Securities
Gross Gross Estimated
Amortized Unrealized Unrealized Fair
{In thousands) Cost Gains Losses Value
Oacember 31, 2006
Securities of U.S. Government agencies maturing:
within 1 year $ 1a4m § - $ (363) § 144,308
between 1-3 years 74,997 19 (144) 14,892
U.S. corporate debt securities maturing:
within 1 year 9,807 - - 9,807
between 1-3 years = - - -
Total marketable debt securities $ 229475 ¢ 1/ ¢ (507) % 229,007
Decembes 31, 2005
Securities of the U.S. Government maturing:
within 1 year $ 6827 % - - § 687
between 1-3 years - - - -
Securities of U.S. Government agencies maturing:
within 1 year 95,785 - {995} 94,790
between 1-3 years 49,999 - (1,071 43928
Total marketable debt securities $ 152611 § — $ (2065) $ 150,545
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The following table summarizes the unrealized loss positions of our marketable debt securities for which
other-than-temporary impairments have not been recognized at December 31, 2006 and 2005:

Maiketable Debt Securities
December 31, 2006 December 31, 2005
(in thousands) Fair Value Unrealized Loss Fair Value Unreatized Loss
Less than 12 months $ 49853 § (144 § 45430 3 (568)
Greater than 12 months 39 638 {383) 93,500 {1,498)
Total 4 89491 § {507 $ 142930 § (2.0%6)

During 2006 and 2004, we did not recognize a1y gain or loss on sales of available-for-sale securities.
During 2005, we realized $0.3 million in lasses on sates of available-for-sale securities. We do not
believe that any of our marketable securities have suffered any other-than-temporary declines in value
as of December 31, 2006, as the unrealized losses primarily relate to the fluctuation of interest rates,
and we have the ability and intent to hold such securities to maturity. At December 31, 2005, we
heid $6.8 million of LJ.S. government securities classified as held-to-maturity under SFAS No. 115,
“Accounting for Certain Investments in Debt and Equity Securities,” in addition to our available-for-
sale portfolio (see betow for turther details of such securities). At December 31, 2006, we did not
have any securities classified as held-to-maturivy.

In July 2003, we issued 2.75% Convertible Subordinated Notes due August 16, 2023 with a principal
amount of $250.0 million (see Note 15 for furiher details). In connection with the issuance of these
convertible notes, we pledged a portfolio of U.3. government securities as security, which, including
the interest earned thereon, were sufficient to pay the first six scheduled interest payments for the
notes. The pledged amount, which was zero at Oecember 31, 2006 and $6.8 million at December
31, 2005, consisted of securities of the U.S. government. As of December 31, 2005, the pledged
| amount was reflected on the Consolidated Balance Sheet within marketable securities. The basis for
the carrying value of these restricted investments was the amortized cost of the investments, which
approximated the fair value at December 31, 20005,

8. INVENTORY

Inventories consisted of the following:

December 31,
{In thousands} 2006 2005
' Raw materials $ 5589 § 6243
Work-in-process 5,288 9,332
Finished goods 4,658 2147
Total $ 19663 $ 17728
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8. LAND, PROPERTY AND EQUIPMENT

Land, property, and equipment consisted of the following:

December 31,

(In thousands) 2006 2005
Land $ WM § 12289
Buildings and improvemenis 178,624 43,069
Leasehpld improvements 22,856 22,008
Laboratory and manufacturing equipment 79,552 31310
Construction-in-process 42,642 180,381
Computer and office equipment 39,144 28,629
Furniture and fixtures 4,611 4,053

Gross land, property and equipment 382,146 321679
Less accumulated depreciation and amortization {85,617) (55,626)

Net land, property and equipment $ 296,529 § 266,053

The construction-in-process account as of December 31, 2006 includes $25.4 million, which repre-
sents the fair value of our Lab Building in our new facilities in Redwood City, California and related
capitalized interest, as discussed in Note 13.

10. INTANGIBLE ASSETS

Intangible assets consisted of the following:

December 31, 2006 December 31, 2005
Gross Gross
Carrying  Accumulated  Met Carrying Carrying  Accumulated  Net Carrying
(In thousands) Amount  Amartization Amount Amoun! __ Amrtiration Amount
Product rights $ 323876 § (53.865) § 275011 § 416500 8 (32632) § 383868
Assembled workforce 1,410 (1,410} - 1,410 {1,410) -
Core technology 16,053 (5,351} 10,702 16,053 {3,705) 12,348
Licensed research technology - - - 1,500 (450} 1,050

Net intangible assets $ 246,339 % (60628} § 285713 § 435463 $ (38197) § 397266

Amortization expense for pur intangible assets included in research and development expenses during
the years ended December 31, 2006, 2005 and 2004 was approximately $1.8 million, $2.1 million
and $2.5 million, respectively. Amortization expense for our intangible assets included in cost of
product sales during the years ended December 31, 2006 and 2005 was approximately $43.1 million
and $35.4 million, respectively.

In September 2006, we acquired from Roche all Cardene product-related rights owned by them,
including rights to the Cardene trademark, rights to the Cardene Immediate Release product {Cardene
IR) and the Cardene Sustained Release product (Cardene SR}, and inventeries for both Cardene SR
and Cardene IR products. In connection with this transaction, we now own rights to ali formulations
of the Cardene product. In consideration for these rights, we agreed to pay Roche $13.9 million, $3.7
million of which was due upon signing of the agreement, $6.7 miilion of which is due during the first
half of 2007 upon the delivery of additional Cardene SR product inventory from Roche, and $3.5
million of which is due upon FDA approval of the technology transter of the manufacturing process for
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nicardipine, the active pharmaceutical ingredient in the manufacture of all Cardene products, which
we expect to occur in 2008. Under the terms of the arrangement, we are now obligated to pay royalties
ta Roche only on sales of intravenous Cardene products thal fall under the existing relevant Cardene
product-related U.S. patents through patent exgiration, which is currently November 2009, but do not
owe additional royalties on sales of the oral products.

In connection with the transaction, during the third quarter of 2006, we recorded $10.7 million of
the purchase price, which was allocated to each element of the arrangement based on each element's
relative fair value, as follows:

{In thousands)

[nventories $ 123
Intangible assets 3,116
Reseaich and development expense 5,621

$ 10670

We determined the fair value of the acquired assels consistent with SFAS 142. The fair value of the
inventories and intangible assets acquired inclujed both Cardene IR and Cardene SR products. Since
we are not going to sell the Cardene IR product going forward, we wrote off the fair value attributable
to Cardene IR product inventories and immedialaly recorded $0.2 million as asset impairment charges
during the third quarter of 2006. We expect to amortize the $3.8 million we allocated to intangible
assets relating to the Cardene SR product over a period of three years, which approximates the remain-
ing patent life. We also recognized $5.6 million of the purchase price as research and development
expenses, representing the net present value of the estimated royalty amounts we potentially saved
related to preliminary research pertaining {o potential products that are outside the scope of the exist-
ing Cardene product-related U.S. patents. These research efforts were incomplete and had not yet
reached technological feasibility as of the date of the transaction with Roche.

In addition te the $10.7 million purchase price recorded in the third quarter of 2006, we expect to
record the fair value of additional Cardene SR product inventory, totaling approximately $3.2 million,
once such inventory is delivered to us from Roche, which is expected in the first half of 2007,

Also, in September 2006, we recorded $15.0 miillion as additional Retavase product rights. See Note
6 for further details.

During December 2006, in connection with the negotiation of a new supply agreement for the manu-
facture of Refavase product, we determined that indicators existed that suggested our Retavase
preduct rights intangible assets could be impaired. As such, we tested these intangible assets for
recoverability under SFAS 144 and the total of the estimated future cash flows directly refated to
our sale of Retavase product was less than the carrying value of the asset as of December 31, 2006.
Therefore, we determined that the carrying value: of our Retavase product rights was impaired, and we
used a present value technique to calculate the fair market value of the asset using a discount rate of
15%. As a result, we recognized an impairment charge totaling appraximately $72.1 million, which
represented the difference between the carrying value of the asset and the present value of estimated
future cash flows as of December 31, 2006.
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In September 2006, we recognized a $1.5 million impairment charge for our product rights related
to the distribution of Retavase product in certain territories . This amount represented the difference
between the carrying value of the asset and the present value of estimated future cash flows as of
September 30, 2006 under SFAS 144, After recognizing the impairment charge, the book value of
this intangible asset as of September 30, 2006 was approximately $0.2 million and remained relative
unchanged at December 31, 2006.

In June 2006, we concluded that the carrying amount of the licensed research technology acquired
from Morphotek Inc. in 2004 was impaired because we abandaned the related technology associated
with our research projects. Accordingly, we recorded an impairment charge of $0.9 million, repre-
senting the unamortized balance prior to the impairment assessment, during the second guarter of
2006.

During the third quarter of 2005, we determined that the carrying value of the off-patent prod-
ucts, which were acquired through our acquisition of ESP Pharma in March 2005, was impaired.
Accordingly. we wrote down the related product rights to fair value and ceased the amortization of
the related product rights since these assets were then being held for sale (see Note 5 for further
details).

For our product rights and core technology intangible assets, the expected future annual amortization
expense is as follows:

Product Core
(In thousands) Righls Technology
For the year ending December 31,
2007 $ 33486 § 1647
2008 33,486 1,647
2003 33,282 1,647
2010 32,20 1,647
2011 A1 1647
Thereafter 110,323 2467
Total amortization expense $ 275011 $§ 10702
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11. ACCRUED LIABILITIES

Other accrued liabilities consisted of the following:

December 3],
{in thousands) 2006 2005
Consulting and services $ 12105 § 9757
Ofi-patent branded product sale deposit and actruals - 9,175
Accrued clinical and pre-clinical trial costs 14,302 6,287
Accrued inferest 4,452 4454
Construction-in-process 3,294 1,694
Milestone payment related to the purchase of Candene produnt-related rights fiom Roche 3.500 -
Deferred tax liability 6.075 -
Other 8,21 5,365
Total $ 52000 § 37732

The milestone payment related to the purchase of Cardene product-refated rights is a milestone
payment due during the first half of 2007 upon the delivery of additional Cardene SR product inven-
tory from Rache, as discussed in Note 10.

The off-patent product sale deposit and accruals balance as of Decemmber 31, 2005 related to the sale
of the off-patent products. Of the $9.2 million accrued, $8.3 million represents net cash received in
December 2005 for the sale of rights to the Declomycin product to Glades, and the remaining $0.9
million represents accrued commission and legal fees. The necessary consent to transfer the rights to
Glades was obtained and the transfer of the rights occurred in February 2006,

12, POSTRETIREMENT BENEFIT PLAN

In Jurne 2003, we established a postretirement health care plan (the Plan), which covers medical,
dental and vision coverage for certain of our former officers and their dependents. Coverage for eligible
retirees is noncontributory, but retirees are required to contribute 25% of dependent premium cost. In
addition, coverage under the Plan ceases when participants become eligible for Medicare benefits.
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In December 2006, we adopted SFAS 158 which required us to recognize the funded status of the
Plan in our Consolidated Balance Sheets, which was a liability of $1.7 million as of December 31,
2006. Prior to the adoption of SFAS 158, the amount recognized in our Consolidated Balance Sheets
represented our Plan's accrued benefit cost. For the year ended December 31, 2005, that amount
was approximately $0.6 million.

The following table illustrates the incremental effect of applying SFAS 158 on individual line items in
our Consolidated Balance Sheets as of December 31, 2006:

Before Atter

Application of Application of

Statement Statement

{In thousands) 158 Adjustments 158
Other long-term liabilities $ 6N 4§ 858 § 31529
Total liabilities 673,434 B58 674,352
Accumulated other comprehensive lass {468) (858) {1,326)
Total stockhalders’ equity 468,399 (858) 467,541

The following table sets forth the change in benefit obligation for the Plan:

December 31,
{In thousands) 2006 2005
Accemulated postretirement benefit abligation at beginning of year $ 1794 % 129
Service cost 148 109
Interest cost n 1
Actuarial loss {gain} {(263) 356
Plan participants’ contributions " 6
Benefits paid (8N {45
Accumulated postretirement benedit obligation at end of year $ 1706 § 1794

We calculated the accumulated postretirement benefit obligation using an assumed discount rate of
5.75 % and 5.50% for the years ended December 31, 2006 and 2005, respectively. In 2006 and
2005, we assumed the rate of increase in per capita costs of covered health care benefits to be 8%
for 2006 and 9% for 2005, decreasing gradually to 5.5% for both assumptions by the year 2010.

As of December 31, 2006, the amounts recognized in our Consolidated Balance Sheels are as
follows:

(In thousands)

Other sccrued liabilities $ 81
Qther long-term liabilities 1,62%
Net liability recognized $ 1,108
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Net periodic benefit cost for the Plan consists of the following:

December 31,
(In thousands) 2008 2005
Service cost H 1 3 109
Interest cost 97 12
Amortization of prior service cost 74 74
Amortization of net (gain) loss 36 8
Net periodic benefit cost $ 355 3§ 263

Assumed health care trend rates could have a significant effect on the amounts reported for health-
care plans, A one-percentage-paint change in assumed health care cost trend rate would have the
following effects:

One One

percentage percentage

{In thovsands) point increase point decrease
Effect on accumulated postretirement henefit abligation as of December 31, 2006 $ kLN 31}
Effect on total of service and interest cost in 2006 158 {141

In connection with the Plan, we expect to pay health care net premiums aggregating approximateiy
$0.4 million during the years 2007 through 2011 and $0.5 million during the years 2012 through
2016.

The following table sets forth the amounts of net actuarial loss and prior service cost which have been
recognized in other comprehensive income but which have not yet been recognized as components of
net periodic benefit cost:

December 31,
(In thousands) 2006
Net actuarial loss $ 08
Prios service cost 550
Amaunt recognized in other comprehensive income $ 858

Of these amounts, we expect to recognize approximately $11,000 and $74,000 of net actuarial loss
and prior service cost, respectively, as componants of net periodic benefit cost in 2007,

page !




13. COMMITMENTS AND CONTINGENCIES

Commitments

We occupy leased facilities under agreements that have expiration dates between 2007 and 2021.
We also have leased certain office equipment under operating leases. Rental expense under these
arrangements totaled approximately $5.6 million, $3.8 million and $2.5 million for the years ended
December 31, 2006, 2005 and 2004, respectively. Future payments under non-cancelabte operating
leases as of December 31, 2006, are as follows:

(t thousands)

Year Ending Becember 31,

2007 $ 7125
2008 4,247
2009 1587
2010 3439
20t 3,439
Thereafter __ 66413

$ 88250

In July 20086, we entered into agreements to lease two buildings in Redwood City, California, to serve
as our corporate headquarters. The largest of the two buildings, the Administration Building, will
primarily serve as general office space, while the other will serve as our principal laboratory space
(the Lab Building). We took possession of these buildings during the fourth quarter of 2006. We are
currently constructing leasehold improvements for both buildings, and we expect to move into the
facilities during the second half of 2007.

Qur leasehold improvements for the Administrative Building relale to normal tenant improvements of
the interior office space. However, more significant leasehald improvements are planned for the Lab
Building, which has never been occupied or improved for occupancy. While this building had some
electrical systems installed, plumbing, elevators and slairs as of the date of the lease, it lacked a
heating and air conditioning system, interior walls and various other improvements that would be
necessary for occupancy. We expect to incur approximately $70 millien to $80 million in leasehold
improvements in the Lab Building, and in the case that we fail to complete such improvements, our
landlord has the right to draw upon the $15 million letter of credit we established in connection with
the lease agreement (see Cash Equivalents, Restricted Cash, Marketable Securities and Concentration
of Credit Risk section of Note 1}. Therefore, we have financial risk related to the completed construc-
tion of the facility,

Due to our involvement in and assumed risk during the construction period, as well as the nature of
the leasehold improvements for the Lab Building, we are required under Emerging lssues Task Force
No. 97-10, "The Effect of Lessee Involvement in Asset Construction,” to reflect the lease of the Lab
Building in our tinancial statements as if we purchased the building. Therefore, we recorded the esti-
mated fair value of the building and a corresponding long-term financing liability, which approximated
$24.7 million, at the time when we took possession of the building. Moreover, we are required to
recaognize interest expense on our financing liability, which is based on our secured borrowing rate at
the time we entered into the lease in July 2006. During the construction period, we will be capital-
izing such interest as the building has not yet been placed in service and is classified as construc-
tion-in-process on our balance sheet. In addition, since we are not the legal owner of the land, we
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must assume that we are leasing the land and recognize an amount as ground lease rentals {rental
expense) under Financial Accounting Standards Board Statf Position SFAS No. 13-1, “Accounting
for Rental Costs Incurred During a Constructior Period.” During 2006, we capitalized approximately
$0.4 million in interest expense and we recognized approximately $0.3 million in rental expense. At
December 31, 2006, our financing liability was approximatety $25.4 million.

Since we are financing a substantial amount cf the leasehold improvements, the lease of the Lab
Building does not qualify for sale-leaseback accnunting under SFAS No. 98, “Accounting For Leases,”
and therefore, we are required to keep the fair value of the building in our balance sheet throughout the
lease term. As a rasult, after the construction is complete and the Lab Building is placed into service,
we expect to depreciate the value of the building using the straight-line method over the term of aur
lease, angd we expect to allocate our lease payr ents to rental expense for the land, interest expense.
and the reduction of the financing liability. Our underlying lease term is approximately 15 years, or
through December 31, 2021.

Future payments for the Lab Building as of Decamber 31, 2006, are as follows:

{In thousands)

Year Ending December 31,

2007 $ 329
2008 3,376
2009 3,494
2010 3616
2011 3743
Thereafter 41,082
Total 58,570
Less amount representing interest i16,769)
Less amount representing ground rental expense (14,445}
Less amount representing futuse reimbursement of leasehold improvements (2,000)
Present vatue of future payments $ 2535

In addition, we have minimum purchase commitments related ta our cantract manufacturing arrange-
ments for both our commercial and clinical p:educts. As of December 31, 2006, such purchase
commitments totaled approximately $16.6 million for 2007 and $0.4 million for 2008 and $0.4
million for 2009. Further, during January 2007, we signed an amended agreement with one of our
contract manufacturers, under which we are committed to purchases totaling $12.8 million in 2007,
£4.5 million in 2008 and $4.5 million in 2009.

Contingencies

As permitted under Delaware law, pursuant to the terms of our bylaws, we have agreed to indemnify
our officers and directors and, pursuant to the terms of indemnification agreements we have entered
into, we have agreed to indemnify our executive officers and directors for certain events or occur-
rences, subject to certain limits, white the officer or director is or was serving as an ofticer or director
of the Company. While the maximum amount of potential future indemnification is unlimited, we have
a director and officer insurance policy that limits our exposure and may enable us to recover a portion
of any future amounts paid. We believe the fair value of these indemnification agreements and bylaw
provisions is minimal, and accordingly, we have not recorded the fair value liability associated with
these agreements as of December 31, 2006,
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14, LONG-TERM L)IABILITIES AND NOTES PAYABLE

In September 1999, Fremont Holding L.L.C., our wholly owned subsidiary, obtained a $10.2 million
term loan to purchase two of our Fremont, California facilities. The loan bears interest at the rate of
7.64% per year amortized over 15 years with principal and interest payable monthly. As of December
31, 2006, the carrying amount of the loan was $6.8 million. This loan is secured by the two Fremont,
California facilities we own and is subject to the terms and covenants of the loan agreement.

Future minimum payments under the term loan at December 31, 2006 are as follows:

{In thousands)

Ysar Ending Oecember 31,

2007 $  L139

2008 1,139

2009 1139

2010 1139

2011 1,139

Thereaftes 3,448

Total 9,143

Less amgunt representing interest {2,350}
Present value of future payments 6,793

Less current portion {635}
Non-current portion $ 6158

The fair value of the remaining payments under the loan at December 31, 2006 was $7.1 million and
was estimated using a discounted cash flow analysis, based on our current incremental borrowing
rates for similar types of borrowing arrangements.

In addition, our long-term liabilities balance as of December 31, 2006 included $25.4 million for the
financing obligation related to our Lab Building in Redwood City, California, as discussed in Note 13
to the Consolidated Financial Statements, $3.5 million for a future milestone payment related to our
purchase of rights related to the Cardene product as discussed in Note 11, $1.6 million refated to the
non-current portion of our accumutated postretirement benefit obligation recognized as of December
31, 2006 as discussed in Note 12 and $0.9 million related to the timing difference between straight-
line recognition of rent expenses and actual rent payments.

15. CONVERTIBLE ROTES

In February 2005, we issued 2.00% Convertible Senior Notes due February 14, 2012 with a principal
amount of $250.0 million (2005 Notes). The 2005 Notes are convertible into our commeon stock at a
conversion price of $23.69 per share, subject to adjustment in certain events. Interest on the 2005
Notes is payable semiannually in arrears on February 15 and August 15 of each year. The 2005 Notes
are unsecured and subordinated to all our existing and future indebtedness and may be redeemed at
our aption, in whole or in part, beginning on February 19, 2010 at par value.

Issuance costs associated with the 2005 Notes aggregating $8.0 million are included in other assets
and are being amortized to interest expense over the term of the debt, or approximately seven years.
The accumulated amortization at December 31, 2006 was $2.3 miition. The estimated fair value of
the 2005 Notes at December 31, 2006 was approximately $264.1 million based upon publicly avail-
able pricing information,
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In July 2003, we issued 2.75% Convertible Subordinated Notes due August 16, 2023 with a principal
amount of $250.0 million (2003 Notes). The 2003 Notes are convertible into our common stock at
a conversion price of $20.14 per share, subject to adjustment in certain events and at the holders’
option. Interest on the 2003 Notes is payable semiannually in arrears on February 16 and August
16 of each year. The 2003 Notes are unsecured and are subordinated to all gur existing and future
senior indebtedness. The 2003 Notes may be riedeemed at our option, in whole or in part, beginning
on August 16, 2008 at par value. In addition, in August 2010, August 2013 and August 2018, hold-
ers of our 2003 Notes may require us to repurchase all or a portion of their notes at 100% of their
principal amount, plus any accrued and unpaid interest to, but excluding, such date. For any 2003
Notes to be repurchased in August 2010, we must pay for the repurchase in cash, and we may pay for
the repurchase ot any 2003 Notes to be repurchased in August 2013 and August 2018, at our option,
in cash, shares of our commaon stock or a combination of cash and shares of our cammon stock. In
the third quarter of 2003, we filed a shelf registration statement with the Securities and Exchange
Commission covering the resale of the 2003 Nctes and the common stock issuable upon conversion
of the 2003 Notes.

Issuance costs associated with the 2003 Notes aggregating $8.4 million are included in other assets
and are being amortized to interest expense over the term of the earliest redemption of the debt, or
approximately seven years. The accumnulated amortization at December 31, 2008 was $4.2 million.
The estimated fair value of the 2003 Notes at December 31, 2006 was approximately $283.4 million
based upon publicly available pricing information.

16. REVENUES BY GEOGRAPHIC AREA AND SIGNIFICANT CUSTOMERS

Qur chiet operating decision-maker is comprised of our executive management. Our chief operating
decision-maker reviews our operating results and makes resource allocation decisions on a company-
wide or aggregate basis. Accordingly, we operate as gne segment.

Our facilities and long-lived assets are located primarily within the United States. Revenues from
product sales are as follows:

Years Ended December 31,
{In thousands) 20086 2005*
Candene $ 109689 § 62143
Retavase 30,833 32,715
¥ Busulfex 24,062 17417
Total marketed products 164,584 112,275
Ott-patent brands 1,17 9,831
Total revenues from product sales, net 165,101 122,106

* Represents net product sales generated duning the nine-month penod since our acquisitions of ESP Pharma and rights to the Retavase
product on March 23, 2005.
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The following table summarizes revenues frem our customers and licensees who individually accounted
for 10% or more of our total revenues for the years ended December 31, 2006, 2005 and 2004 {as
a percentage of total revenues):

Years Ended December 31,

2006 2005 2004
Customers
Cardinal Health, Inc. 8% 13% *
AmeriscurceBergen Corp. 4% 11% *
McKesson Corp. 13% 13% *
Licensees
Genentech, Inc. {Genentech) 36% % 51%
Medimmune, Inc. (Medimmune) bl 12% 0%
Hotfman La-Roche (Roche) - b 1%

* Not presented as we did not have proguct ssles prior tp 2005,
**Represents bess than 10%.

The following table summarizes outstanding accounts receivable from our customers who individually
accounted for 10% or more of our total gross accounts receivable (as a percentage of totat accounts
receivable from product sales):

Yeais Ended December 31,
2006 2005

Cardinal Health, Inc. 3% %
McKesson Corp. 5% 18%
AmerisourceBergen Corp. 3% 28%

Revenues from product sales by geographic area are based on the customers’ shipping locations
rather than the customers' country of domicile. Royalty revenues and license and other revenues
by geographic area are based on the country of domicile of the counterparty to the agreement. The
following table summarizes revenues by geographic area for the years ended December 31, 2006,
2005 and 2004:

Years Ended December 31,
{In thousands) 2006 2005 2004
United States $ 347455 § 250430 $ 8402
Canada 1,059 88 -
Europe 63,696 2821 11,373
Asia 1,831 525 630
Other 129 402 -
Total revenues $ 414770 $ 280569 § 95024
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17. INCOME TAXES

The provision for income taxes consists of the tollowing:

Years Ended December 3],
{In thousands) 2008 2005 2004
Federal $ 9§ we § -
State {103 121 20
Foreign 81 a7 60
Total provision % 757§ 868§ 80

A reconciliation of the income tax provision computed using the U.S. statutory federal income tax
rate compared to the income tax provision included in the accompanying consolidated statements of
operations is as follows:

Years Ended December 31,
{tn thousands} 2008 2005 2004
Tax {benefit) at U.S. statutory rate $ (45438) § (57998 § (18079
Unurtilized net operating losses 45,451 0202 18,074
Federal altarmative minimym tax 6B - -
Nondeductible acquired in-process research and developeerit - 21796 -
State taxes {103) 721 20
Otter 126 100 -
Foteign laxes 58 47 60
Total 3 16 $ 868 § 80

As of December 31, 2006, we had federal and state net operating loss carryforwards of approximately
$428.9 million and $214.0 million, respectively. We also had federal and California state research
and other tax credit carryforwards of approximately $20.2 million and $19.5 million, respectively. The
federal net operating loss and tax credit carryforwards will expire at various dates beginning in the year
2007 through 2026, if not utilized. The state nuet aperating losses will expire at various dates begin-
ning in 2007 through 20186, if not utilized. The majority of the state tax credits do not expire.

Utilization of the federa) and state net aperating loss and tax credit carryforwards may be subject to
a substantial annual limitation due to the “change in ownership” provisions of the Internal Revenue
Code of 1986. The annual limitation may resull in the expiration of net operating losses and credits
betore wtilization,

Deferred income tax assets and liabilities are determined based on the differences between financial
reporting and income tax bases of assets and liabilities, as well as net operating loss carryforwards
and are measwed using the enacted tax rates anjg laws in effect when the differences are expected to
reverse. The significant components of our net daterred tax assels and liabiiities are as follows:
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December 31,

(In thousands) 2006 2005
Deferred tax assets:
Net operating loss carryforwards $ - 58,994 $ 159549
Net operating loss carryback - 10,070
Research and other tax credils 30,408 24,300
SFAS 123 {R) expense 8,591 -
Reserves and atcruals 14,409 13,586
Capitalized research and development costs 4121 4,599
Deferred revenue 17,580 5,979
Other 1221 11,267
Total deferred tax assets 141,336 229,350
Valuation atowance {110,424) (124 178)
Total deferred tax assels 30,912 35,172
Deferred tax liabilities:
Intangible assets (30,912} {73,398)
Other - {2,139)
Tola! deferred tax liabilities {30.912) {75537
Net defesred tax assets ] - § 9815

8ecause of our lack of earnings histary, the net deferred tax assets have been fully offset by a
valuation allowance. The valuation allowance decreased by $33.8 million and $52.6 million for the
years ended December 31, 2006 and 2005, respectively. Excess tax benefits from emptoyee stock
option exercises of $97.2 million are included in deferred tax balances at December 31, 2005 as a
component of the Company’s net operating loss carryovers. The entire balance is offset by a full valu-
ation altowance. As a result of adopting SFAS 123(R), the deferred tax asset balances at Oecember
31, 2006 did not include excess tax benefits from stock option exercises. The amount excluded at
December 31, 2006 was $108.9 millien. Equity will be increased by $108.9 million if and when such
excess tax benefits are ultimately reatized.

18, LEGAL PROCEEDINGS

Two humanization patents based on the Queen technology were issued to us by the European Patent
Office. Eighteen notices of opposition to our first European patent and eight notices of opposition to
our second European patent were filed by major pharmaceutical and biotechnology companies, among
others, and we are currently in two separate opposition proceedings with respect to these two patents.
Five opponents, including Genentech, have withdrawn from the opposition proceedings with respect
to the opposition to our first European patent leaving 13 remaining opponents. A description of these
two proceedings is set forth below.

Opposition to First European Patent

At an oral hearing in March 2000, the Opposition Division of the European Patent Office decided
to revoke the broad claims of our first European humanization patent. We appeated this decision. In
November 2003, the Technical Board of Appeal of the European Patent Qfiice decided to uphold our
appeal and to set aside the Opposition Division's decision. The Board of Appeal ordered that certain
claims be remitted to the Opposition Division for further prosecution and consideration of issues of
patentability (entitlement to priority, novelty, enablement and inventive step). The claims remitted
by the Board of Appeal cover the production of humanized antibody light chains that contain amino
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acid substitutions made under our antibody humanization technology. In August 2006, we received
a summons to attend oral proceedings before the Opposition Division of the Eurgpean Patent Office,
currently scheduled to occur in April 2007, Regardless of the Opposition Division’s decision on these
claims, any resulting decision could be subject to further appeals.

Until the opposition is resolved, we may be limited in our ability to collect royalties or to negotiate
future licensing or collaborative research and development arrangements based on this and our cther
humanization patents. Moreover, if the opposition is successful, our ability to collect royalties on
European sales of anfibodies humanized by others would depend on the scope and validity of our
second European patent, which is also being opposed, whether the antibodies are manufactured in a
country outside of Europe where they are covered by one of our patents, and in that case the terms of
our license agreements with respect to that situation. Also, if the Opposition Division rules against us,
that decision could encourage challenges of our related patents in other jurisdictions, including the
United States. Such a decision may also lead some of our licensees to stop making royalty payments or
tead potential licensees not to take a license, either of which might result in us initiating formal legal
actions to enforce our rights ynder our humanization patents. I such a situation, a likely defensive
strategy to our action would be to challenge our patents in that jurisdiction. During the oppesition
process with respect to our first European patent, if we were to commence an infringement action
to enforce that patent, such an action would likely be stayed until the opposition is decided by the
European Patent Office. As a result, we may nol be able te successtully enforce our rights under our
European or related U.S. and Japanese patents,

OpposHtion to Second European Patent

At an oral hearing in February 2005, the Opposition Division of the European Patent Office also
decided to revoke the claims in our second European antibody humanization patent. The Oppaosition
Division based its decision on formal issues ami did not consider substantive issues of patentability.
We appealed the decision 1o the Technical Board of Appeal at the European Patent Ofiice. The appeal
will suspend the tegal effect of the decision o' the Opposition Division during the appeal process,
which is likely to take several years. The Technicat Board of Appeal has not scheduled a date for the
appeal hearing.

We intend to vigorously defend our two Europear, Queen patants in these two proceedings. We may not
prevail in either of the opposition proceedings or any litigation contesting the validity of these patents.
It the outcome of either of the opposition proceadings or any litigation involving our antibody human-
ization patents were to be unfavorable, our ability to collect royalties on existing licensed products
and to license our patents relating to humanized antibodies may be materially harmed. In addition,
these proceedings or any other litigation 10 prolect our intellectual property rights or defend against
infringement claims by others could result in substantial costs and diversion of management's time
and attention, which could harm our business and financial condition.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directers and Stockholders of PDL BioPharma, Inc.

We have audited the accompanying consclidated balance sheets of PDL BioPharma, Inc. as of
December 31, 2006 and 2005, and the related consolidated statements of operations, cash flows,
and stockholders' equity for each of the three years in the period ended December 31, 2006. Our
audits also included the financial statement schedule listed in the Index at ltem 15(a}. These financial
statements and schedule are the responsibitity of the Company's management. Qur responsibility is to
express an opinion on these financial statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of POL BioPharma, Inc. at December 31, 2006 and 2005, and the
consolidated results of its operations and its cash fiows for each of the three years in the period ended
December 31, 2006, in conformity with U.S. generally accepted accounting principles. Also, in our
opinion, the related financial statement schedule, when considered in relation to the basic financial
statements taken as a whole, presents fairly in all material respects the information set forth therein.

As discussed in Notes 2 and 12 to the consolidated financial statements, in 2006 POL BioPharma,
Inc. changed its methods of accounting for stock-based compensation and for its postretirement
benefit plan.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of PDL BioPharma, Inc.'s internal control over financial
reparting as of December 31, 2006, based on criteria established in Internal Control-integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and
our report dated February 23, 2007 expressed an unqualified opinion thereon.

fsf Ernst & Young LLP

Palo Alto, California

February 23, 2007
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QUARTERLY FINANCIAL DATA (UNAUDITED)

{In thousands, except per share data)
Revenues:
Product sales
Royalties
License and other
Tolal revenues
Costs and expenses:
Cost of product sales
Research and development
Sefling, general and administrative
Othes acquisition-related charges(?
Asset impairment charge!3
Total costs and expenses
Operating loss
Interest and other income, net
Interes! expense
Loss before income taxes
(ncome tax expense
Notloss
Net loss per basic and diluted share
Shares used in computation of net loss
per basic and diluted share

2006 Quarter Endedt!!
December 31  Sepiember 30 June 30 March 31
$ 40051 § 41064 0§ 35039 3 354
41,753 42,533 54,001 43970
16,038 21,195 11,264 9,695
107,842 111,392 104,324 91,212
24,418 17,433 21,482 22,959
63,397 10,880 82,612 81,7
16,689 26,672 25,336 32159
289 2615 2mn 1,118
12,094 1,656 880 -
198.887 119,256 112,501 118,007
{91,045) (1.864) {8,183) (26,735)
5,268 5,042 4,064 3330
(3.605) {3.693) (3122 {2,650}
(89,102 {6,515) (1,241) (26,115)
326 208 18 11§
$ (89.708) § (6723) § (2359) $ {(26.230)
$ (078) % (0.06) $ (0.0B) $ (0.23)
114,403 113,858 113,539 112,472

(1) The 2006 and 2005 amounts were computed independently for each quarter, ar d the sum of the quarters may nol sgual the annual

amounts due 1o rounding.

(2) Represents product salos returns, sccounts receivabla sllowances and othar liahilitios retated to ESP Pharma operatiens prior to our scqui-
sitrony of ESP Pharma and sales returns of Retavase trom sales made peror to our £cquisition of the Retavase product in March 2005.
{3) Represents the impalrment of product rights, For » description of these chasges, s:e Note 10 to the Consohdated Financial Statements.
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{In thousands, except per share data)
Revenues:
Product sales
Royalties
Licensa, collaboration and other
Totzl revenues
Costs and expenses:
Cost of product sales
Research and development
Selling, general and administrative
Acquired in-process research and development(2)
Other acquisition-related chargest3)
Asset impairment charges (%)
Total costs and expenses
Operating loss
Interest and other income, net
Interest expense
Loss before income taxes
Income tax expense (benefit)
Netloss
Net loss per basic and diluted share
Shares used in computation of net loss
per basic and diluted share

2005 Quarter Endedtl}

December 31 September 30 June 30 March 31
$ 39012 § #3594 § 38552 § 948
13 26,003 31,528 33.164
1),268 1536 4,888 4703
83,653 77,133 80,368 38,815
16,776 22,209 20,135 1137
46,959 49,480 40,339 35,261
28,119 26,795 19,806 1666

- - - 79,417

10,876 6,266 3,207 -
16,044 15,225 - -
118,774 149,975 83,487 123,481
(3512 (42,842) (2519 (84,666)
2,181 2,021 187 2,935
(2,655) (2,671) {2.709) {2,142)
{34,555) {43,486) (3,355) {83,873)
(899) 1,680 85 2

$ (34096} § (45166) $ (3420) $ (838B95)
$ (0 $ (043 $ (003} $ (08
111.571 105,272 103,705 96,754

(1) The 2006 and 2005 amounts were computed independently for each quarter, and the sum of the quarters may not equal the amnual

amounts dua to rounding.

(2) Represents acquired in-process resessch and development. The amount tor 2005 relates to the ESP Pharma acquisition. For a description
of these charges, see Note 5 to the Consokdated Financial Statements.
{3) Represents product sales returns, #ccounts receivable aliowances and other liatwlitiey related to ESP Pharma operations priot (o our
scquisitions of ESP Pharma and sales returns of Retavase product (rom sales made pricd 1o our acquisition of the rights (o the Retaase

product in March 2005,

{4) Represents the impairment of product rights. For a dascription of Lthese charges, ses Note 10 to the Consclidated Financial Statements,
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MANAGEMENT

Mark McDade
Chief Executive Officer

Richard Murray, Ph.D.
Executive Vice President and
Chief Scientific Officer

Andrew Guggenhime
Senior Vice President and
Chief Financial Officer

Mark McCamish, M.D., Ph.D.
Senior Vice President and
Chief Medical Officer

Robert Savel
Senior Vice President
Technical Operations

Jaisim Shah
Senior Vice President
Marketing and Business Affairs

Jutie Badilto

Vice President
Biopharmaceutical Program
Management

Peter Calcatt, D.Phil.
Vice President
Quality

Graeme Currie, Ph.D.
Vice President
Clinica! Operations

Eric A. Emery
Vice President
Manufacturing

Barhara K. Finck, M.D.
Vice President
Strategic Clinica! Development

leanmarie Guenot, Ph.D,
Vice President
Corporate and Business
Development

Maninder Kora, Ph.D,
Vice President
Process Development

Oavid Iwanicki
Vice Presicent
Sales and Sales Operations

Debbie Law, D. Phil.
Vice President
Research

8ehrooz Nyjafi
Vice Presiclent
information Technology

Cynthia Shumate

Vice Presicent

Legal Affairs and Corporate
Secretary

Robert J. Stagg, Pharm.D.
Vice President
Regutatory Af{airs and Safety

Laurie Torres
Vice President
Corporate Services

BOARD Of JIRECTORS

L. Patrick Gage, Ph.D.,
Chairman of the Board
Samuel Broder, M.D.
Karen A, Dawes
Bradford %. Goodwin
Laurence Jay Karn, Ph.D.
Mark McDade
Richard Murray, Ph.D
Jon S. Sare, Esq.
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PDL BIDPHARMA'S CORPORATE INFORMATION

Corporato Headquarters
34801 Campus Drive
Fremont, CA 94555
Tel: 510-574-1400
Fax: 510-574-1500
Web zite: www.pdl.com

Additional Locations

2035 Lincotn Highway, Suite 2150
Edison, NJ 08817

Tel: 732-650-1377

Fax: 732-630-1387

9450 Winnetka Ave. N,
Brooklyn Park, MN 55445
Tel: 763-255-5000

Fax: 763-255-5474

1187120 rue de Rivoli,
75001 Paris, France

Tel: +33 1 44827016
Fax: +33 144827018

Trznster Agent and Registrar

Metlon Investor Services LLC

P.0. Box 3315

So. Hackensack, NJ 07606

Tel: 800-522-6645 (U.S.)
201-680-6578 (Outside U.5.)

TDD for hearing impaired:
B800-231-5469 (U.S.)
201-680-6610 (Qutside U.S.)

Web site: www.melloninvestor.com/isd

Independent Auditors
Ernst & Young LLP
Palo Alto, CA

Corporate Counse!
DLA Piper US LLP
San Francisco, CA

Annual Meeting

The POL BioPharma, Inc. Annual Stockholdars

Meeting will be held on June 20, 2007,

at 9 a.m, at The Sheraton Palo Alto Hotel,
625 El Camino Rea!, Palo Alto, CA 94301,

Tel: 650-328-2800
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Corposate Bovernance Documents

POL makes available, free of charge through its
Internet Web site {www.pdl.com}, its carporate
governance guidelines, its code of business conduct
and ethics, and a policy providing for the reporting of
potential violations of the coda, for directors, officers
{including our principal executive officer, principal
financial officer and controller) and employees.

The Code of Conduct is available on our Web site

at www.pdl.com/CodeOiConduct.

PDL also makes available, free of charge through
our Internet Web site, our annual report on SEC
Form 10-K, quarterly reports on SEC Ferm 10-Q,
including the chief executive officer and chief
financial officer certifications required to be filed
with the SEC with the annual and quarterly reports.
In addition, these documents may be viewed through
the SEC EDGAR database.

Additionally, stockholders may request free copies
of the Code of Conduct as wel! as our annual and
quarterly reports upon request to:

Corporate and Investor Relations

POL BioPharma, Inc,

34801 Campus Drive, Fremont, CA 94555
Tek: 510-574-1400 E-mail: cc@pdl.com

Stock Listing

Cur commen stock trades on the Nasdag Stock
Market under the symbo! “PDLL™ We have never
paid any cash dividends on our capital stock and we
do not anticipate paying any cash dividends in the
foreseeable future.

Price Range of Common Stock

As of April 11, 2007, we had approximately 263
common stockholders of record. Because brokers
and other institutions hold many of these shares on
behalf of stockholders, we are unable to estimate
the total number of stockholders represented by
the record holders, but we believe that there are in
excess of 400 holders. The following table sets forth
the quarterly high and tow bid prices for a share

of PDL common stock for the fiscal years ended
December 31, 2005 and 2006, as reported by the
Nasdaq Stock Market.

2003 High Low
Ql $ 21.36 $ 1379
Q2 $ 20.56 $ 14.84
Q3 $ 30.79 $ 20.i2
Q4 $ 30.50 $ 24.76
2006

Q1 $ 33.30 $ 2715
Q2 $ 32.97 $ 16.79
Q3 $ 19.95 $ 16.39
Q4 $ 23.29 $ 18.70







